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PREFACE
This publication is the tenth in a series produced by the Institute’s staff through use of the
Institute’s National Automated Accounting Research System (NAARS). The first nine in the
series are listed on the inside cover of this publication.
The purpose of the series is to provide interested readers with examples of the application of
technical pronouncements. It is believed that those who are confronted with problems in the
application of pronouncements can benefit from seeing how others apply them in practice.
It is the division’s intention to periodically publish similar compilations of information of
current interest dealing with aspects of financial reporting.
The examples presented were selected from over six thousand annual reports stored in the
NAARS computer data base.
Some of the illustrations of contingencies reprinted herein relate to unproved allegations
contained in complaints initiating lawsuits which have not been adjudicated. For indexing pur
poses, these are shown without characterization that they are unproved allegations and appear,
for example, as “Violation of Federal Securities Laws” rather than as “Alleged Violation of
Federal Securities Laws.”
This compilation presents only a limited number of examples and is not intended to encom
pass all aspects of the application of the pronouncements covered in this survey. Individuals with
special application problems not illustrated in the survey may arrange for special computer
searches of the NAARS data banks by contacting the Institute.
The views expressed are solely those of the staff.
William C. Bruschi
Vice President-Review & Regulation
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I
SCOPE AND PURPOSE OF THE SURVEY

DISCUSSION OF FASB STATEMENT NOS. 5 AND 11
In March 1975 the Financial Accounting Standards Board (FASB) issued Statement of Finan
cial Accounting Standards No. 5, “Accounting for Contingencies.” Statement No. 5 defined a
contingency as an existing condition, situation, or set of circumstances involving uncertainty as to
possible gain or loss to an enterprise that will ultimately be resolved when one or more future
events occur or fail to occur. Resolution of the uncertainty may confirm the acquisition of an asset
or the reduction of a liability or the loss or impairment of an asset or the incurrence of a liability.
Statement No. 5 develops accounting standards for loss contingencies. The Statement estab
lishes criteria for distinguising between loss contingencies that should and should not be accrued
in the financial statements, and applies the criteria to various types of contingencies. It also
establishes criteria for distinguishing between contingencies that should and should not be dis
closed in the financial statements, and specifies the information that should be disclosed. State
ment No. 5 is reproduced in Appendix A of this survey.
In December 1975 the FASB issued Statement No. 11, “Accounting for Contingencies
—Transition Method.” Statement No. 11 amended Statement No. 5 to require restatement of
prior years’ financial statements to comply with the accrual provisions of Statement No. 5.
Statement No. 11 is reproduced in Appendix B of this survey.
Independent auditors who have the responsibility for determining whether their clients have
followed Statement No. 5 in preparing financial statements need to make inquiries of the client’s
lawyer concerning contingencies of which the lawyer has knowledge. Standards for inquiries of
lawyers were issued in January 1976 by the Auditing Standards Division of the AICPA in State
ment on Auditing Standards No. 12, “Inquiry of a Client’s Lawyer Concerning Litigation, Claims,
and Assessments.” SAS No. 12 is reproduced in Appendix C of this survey.
SOURCE OF ILLUSTRATIONS
Accounting for contingencies in accordance with FASB Statement Nos. 5 and 11 requires
considerable judgment. An accountant who is confronted with problems in applying the State
ments can benefit from learning how other accountants are applying them in practice. Accord1

ingly, this publication presents excerpts from recently published financial statements and certain
reports of independent auditors that illustrate the apparent application of the Statements.
The AICPA National Automated Accounting Research System (NAARS) was used to com
pile the information. The examples presented were selected from the published annual reports to
shareholders of more than 6,000 companies stored in the computer data base.
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II
ACCRUAL OF CONTINGENCIES

FASB Statement No. 5 requires a loss contingency to be accrued by a charge to income if (1)
it is probable that an asset had been impaired or a liability had been incurred at the date of the
financial statements, and (2) the amount of the loss can be reasonably estimated. Disclosure of the
nature of the accrual and in some circumstances the amount accrued is required if nondisclosure
would make the financial statements misleading. A change from a policy of nonaccrual to accrual of
a particular type of loss contingency to comply with Statement No. 5 is to be accomplished by
retroactive restatement if practicable.
The companies included in NAARS most commonly accrue loss contingencies in connection
with uncollectible receivables. The accruals are made on the basis of past experience of losses, and
the particular receivables that are likely to be uncollected are not identified. Statement No. 5
permits loss accruals in those circumstances if the conditions in the preceding paragraph are met.
ACCRUALS MADE IN CURRENT YEAR
Nine excerpts from financial statements are presented that illustrate accruals made for loss
contingencies other than uncollectible receivables apparently in conformity with Statement No. 5.
The examples are classified by type of contingency. The reports of independent auditors referring
to the accruals are also presented.

ANTI-TRUST ACTIONS
ALEXANDER & BALDWIN, INC.
Notes to Financial Statements
13. Commitments and Contingent Liabilities
• • • •
On January 19, 1976, litigation was concluded in two criminal antitrust actions initiated in 1974 by
the United States government against California and Hawaiian Sugar Company, approximately 22%
owned by the Company. Concurrently, a settlement was reached between C and H and a steering
committee of the plaintiffs’ counsel in various related private treble damage actions, subject to certain
judicial proceedings and various contingencies. C and H has advised that its counsel has expressed the
opinion that the settlement ultimately will be carried out and will dispose of substantially all claims
likely to be asserted against C and H for alleged antitrust violations to the date of settlement.
Pursuant to the settlement agreement, C and H deposited $16,500,000 into an escrow account. About
3

half of this amount was charged to existing reserves by C and H, and the remainder is expected to be
withheld in 1976 from sugar proceeds otherwise payable to members. Accordingly, the Company
accrued its estimated share of such withholdings, $1,916,000, as a reduction of sugar revenues in 1975,
thereby reducing net income by $936,000 or $.10 per share.
The Company and certain subsidiaries are parties to various other legal actions, the outcome of
which, in the opinion of management, will not have a material effect on these financial statements.
C. BREWER AND COMPANY, LIMITED
Notes to Financial Statements
Contingent Liabilities
In December 1974, the United States filed three injunction suits against California and Hawaiian
Sugar Company (C and H) and others: two criminal indictments were returned concurrently by a
Federal Grand Jury charging C and H and others with antitrust violations in marketing refined sugar
in a number of Western states. Subsequently, numerous private treble damage actions were filed with
respect to conspiracies alleged by the United States.
On January 19, 1976, on the advice of counsel, C and H changed its pleas from not guilty to nolo
contendere in the two criminal antitrust suits. The Court imposed fines of $50,000 in each case. On the
same day, C and H entered into a written agreement for an overall settlement of the private antitrust
suits brought against it by industrial users, wholesalers, retail grocers and government entities. The
agreement was entered into between C and H and the plaintiff’s steering committee, a group repres
enting counsel for the plaintiffs in the various treble damage actions.
The basic terms of the agreement provide for payment of $16.5 million in settlement of all claims
by plaintiffs and members of these classes arising out of the complaints in these actions. The settle
ment is subject to judicial approval after a hearing and notice to class members. Claimants declining to
participate in the proposed settlement will be free to pursue claims on an individual basis. The
proposed settlement agreement explicitly recognizes that C and H denies engaging in any wrongful
activity and that it has entered into the agreement, both for its own account and as representative of
its patrons, members and their parent corporations, for the purpose of avoiding further expense,
inconvenience and the distractions of burdensome and protracted litigations.
Pursuant to the change to the equity method of accounting as described in the note, “Change in
Accounting,” the Company has included as a charge against 1975 earnings the amount of $3.4 million
($1.6 million after related tax effect and minority interest) as its proportionate share of the loss
accrued by C and H as a result of the proposed settlement as allocated by C and H.
WALLACE MURRAY CORPORATION
Notes to Financial Statements
9. Litigation
A number of civil antitrust actions purporting to be class actions alleging price fixing of gas vent
pipe are pending against the Company and other manufacturers of gas vent pipe. The actions relate to
the indictment and conviction after nolo contendere pleas in the United States District Court in Los
Angeles in 1973 of five manufacturers of gas vent pipe. The Company was not charged in that case. A
tentative settlement covering all five of the alleged classes that have sued has been agreed upon and
conditionally approved by the United States District Court for the Northern District of California.
The settlement is subject to a number of contingenices, including final court approval. The Company’s
financial statements include a provision for the estimated costs of this settlement.
••••

IMPORT DUTIES
MATTEL, INC.
Notes to Financial Statements
Note 14 Customs
Mattel, Inc.—The Company imports into the United States substantial amounts of product, most
of which is manufactured by its subsidiaries and pays estimated duty based on declared value at the
time of entry. Under applicable law and regulations, and in accordance with established U.S. Customs
Service (Customs) liquidation procedures, interpretations of Customs law and regulations in effect at
the time of liquidation will be applied by Customs in determining duty liability. Substantially all
entries relating to importations from Mexico since January 1972, from Korea since March 1973, and
from Taiwan and Hong Kong since January 1974, remain unliquidated by Customs.
In prior years, Customs made inquiries and requested numerous documents regarding the
Company’s importing activities. During fiscal 1975 and 1976, the Company received additional re
quests for information in the form of letters, citations and a grand jury subpoena; pursuant to citations
4

the Company has provided documents and testimony of witnesses. Customs has not indicated what
further action, if any, it may take against the Company.
In May 1975 and December 1975, the Company disclosed to Customs additional duty relating to
importations from Mexico for the fiscal years 1968 through 1974 and other specific areas under review
related to importations from Mexico and the Orient. This review is exceedingly complex and involves
an entry by entry analysis of the multiple facets of dutiable value and classification for each of the
Company’s imported products and is further complicated as a result of many unresolved issues in the
interpretation and application of Customs law and regulations.
The Company has revised many internal procedures to help assure compliance with Customs
regulations related to current importations and has made extensive efforts and incurred significant
costs to estimate its additional duty liability related to such importations. As a result, the Company
provided approximately $4,000,000 in prior years (including $2,500,000 in fiscal 1975) principally for
possible adjustments of duty estimated and paid in prior years including the amount disclosed in May
1975. In fiscal 1976, the Company made payments against its estimated duty liability of prior years of
approximately $1,300,000.
Counsel in these matters advises that under Customs regulations in the case of a voluntary
disclosure to Customs, a penalty, if assessed, is limited to an amount not in excess of the additional
duty. The Company and counsel believe that the Company’s position, that the disclosures of May 1975
were voluntary, is meritorious and, in the opinion of management, no provision for such penalty is
required at January 31, 1976. If a penalty is assessed related to disclosures which are not deemed to
have been voluntary, it has been the practice of Customs to relate the penalty to a multiple of the
additional duty.
The Company is not presently able to predict the outcome of the foregoing Customs matters or to
determine the adequacy of the amounts provided; however, the resolution of these matters could have
a further materially adverse effect on its financial position and results of operations.
Other—In March 1974, Customs issued an administrative penalty notice and demand for payment
from Audio Magnetics seeking additional duty and penalties related to approximately $30,000,000 of
its imported product. Audio was sold by the Company in February 1974, and the Company indem
nified the buyer against such a claim. It has been the practice of Customs in such matters to mitigate
the penalty to a multiple of the additional duty rather than the value of the product involved. Customs
alleges the estimated additional duty payable to be approximately $60,000. In January 1976, the
Company filed a petition for mitigation and relief in this matter which contends that the penalty notice
is without merit and that no additional duty is due in this regard. The Company has not received any
response to this petition and is not presently able to predict the outcome of this matter.
Auditor’s Opinion
To the Board of Directors and Shareholders of Mattel, Inc.
We have examined the consolidated balance sheets of Mattel, Inc. and its consolidated sub
sidiaries as of January 31, 1976 and February 1, 1975, and the related consolidated statements of
operations, shareholders’ equity and of changes in financial position for the years then ended. Our
examinations were made in accordance with generally accepted auditing standards and accordingly
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances, except as stated in the following paragraph.
As described in Note 1, the consolidated financial statements for the year ended February 2 , 1974
were previously examined by other independent accountants who maintain the position that none of
their reports on any of the Company’s financial statements can be associated with such financial
statements. Because we were not engaged as independent accountants until after February 2, 1974,
we were not present to observe the physical inventory or to confirm accounts receivable at that date
and we have not satisfied ourselves by means of other procedures concerning inventory quantities and
accounts receivable balances. The amounts of the inventory and accounts receivable at February 2,
1974 enter materially into the determination of the results of operations and changes in financial
position for the year ended February 1, 1975. Therefore, we do not express an opinion on the
accompanying consolidated statements of operations, shareholders’ equity and of changes in financial
position for the year ended February 1, 1975.
Substantial uncertainties exist with respect to the matters referred to below and the effects of the
related adjustments, if any, on the consolidated financial statements are not presently determinable:
(a)

(b)

As described in Note 2, the Company has investments of approximately $9,440,000 in Circus
Park assets and of $7,400,000 in adjacent agricultural land held for sale or future use and is
investing up to $3,500,000 for additional Circus Park capital expenditures. The ultimate realiza
tion of the carrying value of these assets and the additional expenditures, which is dependent
on the future success of the Circus Park operations and the sale or future use of the agricultural
land, is not presently determinable;
As described in Note 6, an allowance for valuation and discounts has been established for losses
5

(c)

(d)

(e)

which may be sustained upon collection of non-current receivables. The ultimate realization of
these non-current receivables with a carrying value of $3,750,000 and the resolution of a related
obligation are not presently determinable;
As described in Note 15, on November 3, 1975, the Company announced that it had reached an
agreement to settle five purported class action lawsuits, subject to certain conditions including
court approval. The settlement was approved by the Court on March 30, 1976 and appealed on
April 28, 1976 by the Company’s predecessor accountants, who as defendants in certain of the
class actions are not participating in the settlement. In addition, the predecessor accountants
have filed two cross-claims against the Company. On the basis of the proposed settlement, the
Company provided as of February 1, 1975 its estimated share of the related settlement costs
and expenses by an extraordinary charge to operations of $17,000,000; if the settlement be
comes effective, the Company will transfer the related reserve for estimated settlement costs
to the appropriate asset, debt and equity accounts. It is not presently possible to ascertain
whether this settlement will become effective or to predict the outcome of these lawsuits and
the related possible claims; however, the ultimate resolution of these matters could have a
further materially adverse effect on the financial position and results of operations of the
Company;
Also as described in Note 15, the Company is a defendant in an action based on alleged breach
of certain contracts relating primarily to royalties on certain products sold since 1967. The
plaintiff seeks recovery of substantial alleged damages. The ultimate liability to the Company
that might result is not presently determinable; and
As described in Note 14, the U.S. Customs Service is investigating the Company’s importing
activities. The Company has expended substantial effort to estimate its duty liability and has
disclosed to Customs estimated additional duty for certain items relating to fiscal years 1968
through 1974 as well as that other specific items are under review. The Company is not
presently able to predict the outcome of the Customs matters or to determine the adequacy of
the amounts provided; however, the resolution of the Customs matters could have a further
materially adverse effect on the financial position and results of operations of the Company.

In our opinion, subject to the effects of such adjustments, if any, as might have been required had
the outcome been known of the uncertainties regarding the ultimate realization of the Company’s
investment in the Circus Park assets and related additional expenditures, the adjacent land held for
sale or future use and the non-current receivables, together with resolution of a related obligation, and
resolution of the litigation, royalties and Customs matters, all as referred to in the preceding para
graph, the consolidated balance sheets as of January 31, 1976 and February 1, 1975 and the consoli
dated statements of operations, shareholders’ equity and of changes in financial position for the year
ended January 31, 1976 present fairly the financial position of Mattel, Inc. and its consolidated
subsidiaries at January 31, 1976 and February 1, 1975 and the results of their operations and the
changes in their financial position for the year ended January 31, 1976, in conformity with generally
accepted accounting principles; such accounting principles have been applied during the year ended
January 31, 1976 on a basis consistent with those applied in the preparation of the consolidated balance
sheet as of February 1, 1975.

IN SU RED LOSSES
ARMCO STEEL CORPORATION
Notes to Financial Statements
9. Bellefonte Insurance Companies
Summary of Significant Accounting Policies
••••

Unpaid Losses and Loss Expense
Unpaid losses and loss expense includes an amount determined from reports and individual cases
and an amount, based on past experience, for losses incurred but not reported. Such liabilities are
necessarily based on estimates and, while they are believed to be fairly stated, no representation is
made that the ultimate liability may not be in excess of the amounts provided. The methods of making
such estimates and for establishing the resulting reserve are continually reviewed and any adjust
ments resulting therefrom are reflected in earnings currently. The companies carry catastrophe
reinsurance to protect them against catastrophic losses.
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PRODUCT W ARRANTIES
HONEYWELL INC.
Notes to Financial Statements
2. Accounting Changes
• • • •

Anticipated product warranty costs are being accrued. In prior years certain warranty costs were
charged to expense when incurred. The effect of the change on net income was not material in 1975 or
1974. As a result of the change, retained earnings at January 1, 1974 have been reduced $3,694.
• • • •

Auditor’s Opinion
To the Stockholders of Honeywell Inc.:
We have examined the balance sheet of Honeywell Inc. and consolidated subsidiaries as of
December 31, 1975 and 1974 and the related summaries of income, changes in financial position, and
changes in stockholders’ equity for the years then ended. Our examination was made in accordance
with generally accepted auditing standards and, accordingly, included such tests of the accounting
records and such other auditing procedures as we considered necessary in the circumstances.
In our opinion, the above-mentioned financial statements present fairly the financial position of
Honeywell Inc. and consolidated subsidiaries at December 31, 1975 and 1974 and the results of their
operations and the changes in their financial position for the years then ended, in conformity with
generally accepted accounting principles applied on a consistent basis after restatement for the ac
counting changes, with which we concur, as described in Note 2 to the financial statements.

SALES RETURNS
AMERICAN GREETINGS CORPORATION
Notes to Financial Statements
Note B—Retroactive Accounting Changes
The consolidated financial statements for the year ended February 28, 1975 have been retroac
tively restated to comply with Financial Accounting Standards Board (FASB) Statements No. 5 and
11, under the provisions of which the estimated losses on sales returns are now accrued at time of sale
for all products with return privileges, and FASB No. 8 regarding foreign currency translation. The
effect of these accounting changes on years prior to fiscal 1975 have been included as a charge of
$4,572,000 (net of related deferred federal income tax benefits) to retained income as of March 1 , 1974.
The effect of such restatement was to reduce net income for the year ended February 28, 1975 as
previously reported by $2,628,000 ($.19 per Common Share) as follows:
Net income as previously reported ........................................................................................$10,843,000
Adjustment for accrual of estimated losses on sales retu rn s.............................................. (5,222,000)
Adjustment for change in accounting for foreign currency translation...............................
88,000
Increase in related deferred federal income tax benefits..................................................... 2,506,000
Net income as restated............................................................................................................. $ 8,215,000
Auditor’s Opinion
Board of Directors
American Greetings Corporation
Cleveland, Ohio
We have examined the consolidated statements of financial position of American Greetings Cor
poration and subsidiaries as of February 2 9 , 1976, and February 2 8 , 1975, and the related consolidated
statements of income, shareholders’ equity and changes in financial position for the years then ended.
Our examinations were made in accordance with generally accepted auditing standards and, accord
ingly, included such tests of the accounting records and such other auditing procedures as we consid
ered necessary in the circumstances.
In our opinion, the financial statements referred to above present fairly the consolidated financial
position of American Greetings Corporation and subsidiaries at February 2 9 , 1976, and February 28,
1975, and the consolidated results of their operations and changes in their financial position for the
7

years then ended, in conformity with generally accepted accounting principles applied on a consistent
basis after restatement for the changes, with which we concur, in the methods of accounting for sales
returns and foreign currency translation as described in Note B to the financial statements.

U TILITY RATES
NORTHERN NATURAL GAS COMPANY
Notes to Financial Statements
5. Reserve for Regulatory Issues:
On January 4, 1974, and December 18, 1975, the Federal Power Commission issued orders
approving substantially all of the provisions of two rate increase settlement agreements filed by the
Company but the orders included certain reservations for future determination by the Commission. In
addition, the Commission’s orders approving the Company’s Purchased Gas Adjustment for the years
1974 and 1975 provided that the Company must refund any revenues found to be excessive in connec
tion with prices paid to certain small producers.
Recent actions of the FPC indicate that there will probably be a liability related to these and
other issues still subject to regulatory review.
Although it is management’s opinion that its accounting and resulting rates were proper, it was
decided during December 1974 to commence accruing a reserve for these regulatory issues. Revenues
have been reduced to provide for this reserve in the amount of $3,434,000 (before income taxes) for
1975 and $13,000,000 (before income taxes) for 1974. The Company estimates the reserve to be
adequate to cover adverse rulings on these issues for 1975 and prior years, but it cannot estimate
when the reserve will be utilized.

VIOLATION OF FED ER A L SEC U R ITIES LAWS
NATIONAL DISTILLERS AND CHEMICAL CORPORATION
Notes to Financial Statements
Note 3 Extraordinary Charge
In December 1975, a settlement agreement was submitted for approval to the Federal District
Court in New York which provides for termination of a class action against the Company and others
alleging violations of the Federal Securities Laws in connection with the 1973 exchange offer under
which National shares owned by the class plaintiffs were exchanged for shares, owned by the Com
pany, of the Company’s subsidiary Almaden Vineyards, Inc. Under the settlement agreement Na
tional has paid $3,000,000 into a fund which, after deduction of fees and expenses approved by the
Court, will be disbursed to eligible members of the class who submit and substantiate claims. No tax
recoveries are anticipated with respect to the settlement.
If the settlement agreement is approved by the Court the cost to the Company, including legal
expenses and after giving effect to recovery on insurance, would be $2,568,000, which has been
provided in 1975 as an extraordinary charge. In December 1973, the Company credited to income an
extraordinary gain of $25,868,000 as a result of the exchange offer.
Note 13 Contingencies
The Company has claims against others, and there are claims by others against it, in a variety of
matters arising out of the conduct of the Company’s business. Actions against the Company include a
class action entitled Kors vs. National Distillers and Chemical Corporation, et al. pending in the
Federal District Court in New York. In December 1975, a settlement agreement was submitted for
approval to the Court which provides for termination of this action (see Note 3). The Company’s
management has no reason to believe the settlement agreement will not be approved as submitted.
However, if the proposed settlement is not approved, the ultimate liability, if any, which might arise
in this action would not, in the opinion of the Company's management, have a materially adverse effect
on the Company’s financial position.
• • • •

ACCRUALS TO BE MADE IN FOLLOWING YEAR
Two notes to financial statements are presented that disclosed or implied that accruals for
loss contingencies would be made in the following year in conformity with Statement No. 5. Both
examples refer to product warranties or defects.
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THE LODGE & SHIPLEY COMPANY
Notes to Financial Statements
9. Loss contingencies
In accordance with Financial Accounting Standards Board Statement No. 5 issued in March 1975,
the Company will be required in 1976 to change its method of accounting for obligations related to
product warranties and product defects, and to restate its consolidated financial statements for prior
years. Changes from previously reported amounts will result principally from the new requirement to
accrue estimated costs of produce warranties and product defects at the time of the product sale:
previously, such costs were expensed when incurred. The Company estimates (1) that the approxi
mate effects at December 31, 1975 will be to increase (decrease) current assets $187,000, current
liabilities $389,000 and stockholders’ equity ($202,000) and (2) that the effect on net income for 1975
and 1974 will be immaterial.
SCOVILL MANUFACTURING COMPANY
Notes to Financial Statements
Note A—A summary of significant accounting policies follows:
• • • •

Warranty Costs—Generally, the Company charges product warranty costs to income as incurred.
Had the Company adopted the policy of accruing warranty costs in the year of product sale according
to Financial Accounting Standard No. 5, Accounting for Contingencies, the effect on net earnings in
1975 would have been immaterial.
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III
ELIMINATION OF PROSCRIBED ACCRUALS
Before the issuance of FASB Statement No. 5, some companies included in NAARS had
made accruals for loss contingencies that are proscribed under the criteria of the Statement.
FASB Statement No. 11 requires accruals of that type to be eliminated by restating the financial
statements for the prior periods that are presented in the report on the first period in which
Statement No. 5 is applied. If restatement for all prior periods presented is not practicable,
restatement is to be accomplished for as many consecutive prior periods as is practicable, and the
cumulative effect of applying the Statement on the retained earnings at the beginning of the
earliest period restated (or at the beginning of the period in which the Statement is first applied if
it is not practicable to restate any prior periods) is to be included in determining net income for
that period. Restatement in the preceding manner is encouraged but not required for companies
that followed the original transition requirement in paragraph 20 of Statement No. 5, which was
amended by Statement No. 11.
ELIMINATIONS MADE IN CURRENT YEAR
Nine excerpts from financial statements are presented that illustrate the elimination of
proscribed accruals apparently in conformity with Statement Nos. 5 and 11. The examples are
classified by type of accrual eliminated, and the reports of independent auditors referring to the
eliminations are also presented; Apparently one of the companies followed the original transition
requirement of Statement No. 5 and the rest followed the transition requirement of Statement
No. 11.
CATASTROPHES
AETNA LIFE AND CASUALTY COMPANY
Notes to Financial Statements
1. Summary of Significant Accounting Policies
h. Catastrophe Reserve
A catastrophe reserve program was established April 1, 1972 to provide for the costs of catas
trophe losses over a period of time consistent with the assumptions utilized in establishing premium
rates. The reserve balance at December 31, 1974 was $19,959,000.
On April 10, 1975, the Financial Accounting Standards Board issued Standard No. 5 entitled
“Accounting for Contingencies.” This Standard required discontinuance of catastrophe reserve pro
grams, effective for fiscal years beginning on or after July 1 , 1975. Aetna implemented this accounting
standard effective January 1, 1975. If this accounting change had not been made, operating earnings
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for 1975 would have been reduced by $3,616,000, after federal income taxes. The cumulative effect of
the discontinuance of this reserve as of January 1, 1975, amounted to $10,379,000 after deferred
federal income taxes of $9,580,000. If the reserve had been discontinued prior to 1974, the pro forma
results and related per share amounts for that year would have been:

Operating earnings
Income before extraordinary item
Net income

000 Omitted
$149,852
149,746
152,030

Per Share
$2.81
2.81
2.85

In December, 1975, the Financial Accounting Standards Board issued Standard No. 11, “Account
ing for Contingencies—-Transition Method,” which amended Standard No. 5 to provide for reporting
the discontinuance of catastrophe reserve programs by restatement of prior periods. Standard No. 11
also provided, however, that those companies which had already applied Standard No. 5 in reliance on
its original terms need not comply with this amendment. Aetna will continue to report the discon
tinuance of its catastrophe reserve in accordance with the original provisions of Standard No. 5.
Auditor’s Opinion
The Shareholders and Board of Directors
Aetna Life and Casualty Company
We have examined the consolidated balance sheets of Aetna Life and Casualty Company and
Subsidiaries (“Aetna Life & Casualty”) as of December 31, 1975 and 1974 and the related consolidated
statements of income and retained earnings and changes in financial position for the years then ended.
Our examination was made in accordance with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
In our opinion, the aforementioned consolidated financial statements present fairly the financial
position of Aetna Life and Casualty Company and Subsidiaries at December 31, 1975 and 1974 and the
results of their operations and the changes in their financial position for the years then ended in
conformity with generally accepted accounting principles applied on a consistent basis, except for the
changes (with which we concur) in the carrying value of preferred stocks and in accounting for
catastrophe losses as described in Notes 1b and 1h to the consolidated financial statements.

THE CONTINENTAL CORPORATION
2. Accounting Changes. In accordance with Statement of Financial Accounting Standards No. 5,
issued in March 1975, Continental, in the first quarter of 1975, changed its method of accounting for
catastrophe losses in that such losses are charged to operations as incurred. During the three years
ended December 31, 1974 catastrophe losses were provided for on a predetermined basis, and losses in
excess of amounts normally anticipated in any one year were charged to the catastrophe reserve.
As prescribed by Statement of Financial Accounting Standards No. 11, which was issued in
December 1975 as an amendment to Statement No. 5, the financial statements of prior years have
been restated to reflect retroactive application of this accounting change. Had the catastrophe reserve
program been continued, the provision for catastrophe losses would not have significantly affected net
income for 1975. The effect of the accounting change on income before realized capital losses as
previously reported for 1974 is as follows:

Income before realized capital losses, as previously reported
Catastrophe losses charged to reserve—net of current year
provision
Income tax effect
Income before realized capital losses, as restated
Per common share:
Income before realized capital losses, as previously reported
Adjustment to reflect retroactive application of change in
accounting for catastrophe losses
Income before realized capital losses, as restated
• • • •
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1974
(000 Omitted)
$91,865
(10,936)
5,249
$86,178
$3.46
(.22)
$3.24

Auditor's Opinion
The Board of Directors and Shareholders
The Continental Corporation:
We have examined the consolidated balance sheets of The Continental Corporation and sub
sidiaries as of December 31, 1975 and 1974, and the related consolidated income statements, state
ments of shareholders’ equity and statements of changes in financial position for the years then ended.
Our examination was made in accordance with generally accepted auditing standards, and accordingly
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
In our opinion, the aforementioned consolidated financial statements present fairly the financial
position of Th e Continental Corporation and subsidiaries at December 31, 1975 and 1974 and the
results of their operations and the changes in their financial position for the years then ended in
conformity with generally accepted accounting principles applied on a consistent basis after restate
ment (see note 2).
TELEDYNE, INC.
Notes to Financial Statements
(2) Changes in Accounting Principles. In 1975, the Company and its unconsolidated subsidiaries
discontinued self-insurance accounting and the use of catastrophe reserves in compliance with State
ment of Financial Accounting Standards No. 5. Financial statements for 1974 have been restated to
reflect the retroactive application of this principle. In 1975, the effect of this change was to increase
income of consolidated companies by $538,000, increase equity in net income of unconsolidated sub
sidiaries by $645,000, and increase net income by $1,183,000, or $0.07 per share. The effect in 1974 was
to increase income of consolidated companies by $874,000, increase the equity in net loss of unconsoli
dated subsidiaries by $506,000 and increase net income by $368,000 or $0.02 per share.
• • • •

Auditors’ Opinion
To the Shareholders and Board of Directors, Teledyne, Inc.:
We have examined the consolidated balance sheets of TELEDYNE, INC. (a Delaware corpora
tion) and subsidiaries as of December 31, 1975 and 1974, and the related statements of income, capital
stock, additional paid-in capital and treasury stock, retained earnings and changes in financial position
for the years then ended. Our examinations were made in accordance with generally accepted auditing
standards, and accordingly included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances. The consolidated financial statements of
Unicoa Corporation and subsidiaries (Note 13) were examined by other auditors whose reports
thereon have been furnished to us. Our opinion expressed herein, insofar as it relates to the amounts
included for Unicoa Corporation and subsidiaries, is based solely upon the reports of the other
auditors. Teledyne’s investment in Unicoa was 18 percent in 1975 and 1974 of consolidated assets and
its equity in Unicoa’s net income, after allocated expenses and income tax credits as described in Note
12, was 8 percent in 1975 and 51 percent in 1974 of consolidated net income.
In our opinion, based upon our examinations and the reports of other auditors referred to above,
the accompanying consolidated financial statements present fairly the consolidated financial position
of Teledyne, Inc. and subsidiaries as of December 31, 1975 and 1974, and the results of their opera
tions and changes in their financial position for the years then ended, all in conformity with generally
accepted accounting principles. In our opinion, except for the change (with which we concur) by
Teledyne’s unconsolidated insurance subsidiaries in the method of valuing their investments in mar
ketable equity securities, as described in Note 2 to the consolidated financial statements, the account
ing principles were applied on a basis consistent with that of the preceding year, after giving retroac
tive effect to the change (with which we concur) in the method of accounting for loss contingencies, as
explained in Note 2 to the consolidated financial statements.

FO REIGN INVESTM ENTS
THE B.F. GOODRICH COMPANY
Notes to Financial Statements
Note A—Accounting Policies
Accounting Changes
In 1975 the Company changed its method of accounting for foreign losses to comply with Financial
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Accounting Standards Board (FASB) Statement No. 5. Previously, exchange adjustments resulting
from revaluations and devaluations and a portion of certain foreign associate companies’ income were
applied to a reserve for foreign losses. As a result of the change, such reserve is eliminated. Accord
ingly, the Company has restated its financial statements for periods prior to January 1, 1975 to give
retroactive effect to the change. The cumulative effect of the change prior to January 1, 1971
amounted to-$8,531,000, net of applicable income taxes of $5,615,000 and is included in the Statement
of Income Retained in the Business.
The effect of this accounting change on net income (also income before extraordinary loss) as
previously reported for 1974 and prior years is as follows:
(Dollars in thousands, except per share amounts)
For the years ended December 31
1974
1973
1972
Net income as previously reported
$52,023
$56,057
$48,966
Adjustment for change in accounting
for foreign losses
(1,185)
(85)
3,469
Net income as adjusted
$51,938
$47,781
$59,526
Per share of Common Stock:
$3.33
Net income as previously reported
$3.50
$3.76
Adjustment for change in accounting
for foreign losses
(.01)
.24
(.08)
$3.25
Net income as adjusted
$3.49
$4.00

1971
$1,740
884
$2,624
$ .12
.06
$ .18

••••

A uditor's Opinion
To the Board of Directors and Shareholders of
The B.F. Goodrich Company
We have examined the balance sheet of The B.F. Goodrich Company and subsidiaries as of
December 31, 1975, and December 31, 1974, and the related statements of income, income retained in
the business and changes in financial position for the five years ended December 31, 1975. Our
examinations were made in accordance with generally accepted auditing standards and, accordingly,
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
In our opinion, the financial statements referred to above present fairly the consolidated financial
position of The B.F. Goodrich Company and subsidiaries at December 31, 1975, and December 31,
1974, and the consolidated results of their operations and changes in their financial position for the five
years ended December 31, 1975, in comformity with generally accepted accounting principles which,
except for the changes, with which we concur, in the method of inventory valuation and in the method
of determining income before extraordinary loss as described in Note A, have been applied on a
consistent basis after restatement for the change, with which we concur, in the method of accounting
for foreign losses as described in Note A.
TEXACO, INC.
Notes to Financial Statements
Note 1. Revisions in Accounting Policies
• • • •

With respect to accounting for contingencies, a $55,000,000 reserve was established in 1974 for
possible nonrecovery of investments in Libya and Colombia. Of this reserve, $28,200,000 was pro
vided by a charge to earnings during 1974 and the remaining $26,800,000 represented a reserve
established in prior years. The reserve for nonrecovery of the foreign investments is no longer
required inasmuch as the investments in Libya and Colombia had included capitalized exploratory
costs eliminated by the discontinuance of full cost accounting. In accordance with FASB Statement
No. 11, these reserves were restored to net income of the years in which originally established.
• • • •

Auditors’ Opinion
To the Stockholders, Texaco Inc.:
We have examined the consolidated balance sheet of Texaco Inc. (a Delaware Corporation) and
subsidiary companies as of December 31, 1975 and 1974, and the related statements of consolidated
income, retained earnings and changes in financial position for the years then ended. Our examination
was made in accordance with generally accepted auditing standards, and accordingly included such
tests of the accounting records and such other auditing procedures as we considered necessary in the
circumstances.
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In our opinion, the accompanying financial statements present fairly the financial position of
Texaco Inc. and subsidiary companies as of December 31, 1975 and 1974, and the results of their
operations and changes in their financial position for the years then ended, in conformity with gener
ally accepted accounting principles applied, after giving retroactive effect to the accounting changes
(with which we concur) referred to in Note 1 to the consolidated financial statements, on a consistent
basis during the years.

G ENERAL BU SIN ESS RISKS
NCR CORPORATION
Notes to Financial Statements
Note 3—Accounting Change. On November 28, 1975, NCR aligned its method of accounting for
general and unspecified business risks with the requirements of the Financial Accounting Standards
Board Statement No. 5—Accounting for Contingencies, which statement prohibits the maintenance of
reserves for general and unspecified business risks. As a result, NCR released its December 31, 1974
international operations reserve of $6,551,000 to 1975 earnings and restated 1975 first quarter earnings
from $14,297,000 to $20,848,000, or from $.59 per share, fully diluted, to $.84 per share, fully diluted.
Auditor’s Opinion
To the Shareholders of NCR Corporation
We have examined the accompanying consolidated financial statements (pages 21-29) of NCR.
Corporation as of December 31, 1975 and 1974 and the five-year review (pages 30-31). Our examina
tions of these statements were made in accordance with generally accepted auditing standards and
accordingly included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances.
As described in Note 3 to the consolidated financial statements, the method of accounting for
general and unspecified business risks was aligned in 1975 with the requirements of Statement No. 5
of the Financial Accounting Standards Board.
In our opinion, the accompanying consolidated financial statements present fairly the financial
position of NCR Corporation and its subsidiaries at December 31, 1975 and 1974, the results of their
operations and the changes in their financial position for the years then ended, in conformity with
generally accepted accounting principles consistently applied during the period except for the change,
with which we concur, referred to in the preceding paragraph. Also, in our opinion, the five-year
review presents fairly the financial information included therein.

SELF-IN SU RA N CE
BRANCH INDUSTRIES INC.
Notes to Financial Statements
6. Self-Insurance: Included in “other liabilities” in 1974 is a self-insurance reserve of approxi
mately $1,131,500, in excess of accruals for active claims filed, which are included in current liabilities.
In 1974, management of the Company evaluated this reserve for self-insurance and concluded that
based upon its experience to date, the balance at January 1, 1974 was sufficient to cover any possible
contingent liability. Therefore, there were no additions to the contingency reserve in 1974. This
reserve was eliminated in 1975 in accordance with Financial Accounting Standards Board Statement
No. 5 (Note 1).
The Company is self-insured for the first $50,000 per incident on property damage and com
prehensive liability. With respect to damage to its revenue equipment caused by accident, the Com
pany is self-insured and is a self-insurer on cargo loss and damage up to $50,000 per incident with an
overall insured catastrophe limit aggregating $20,000,000. The Company does not maintain a reserve
to cover equipment losses.
Beginning January 1, 1974, the Company also became self-insured for workmen’s compensation.
A provision of $150,000 is included at December 31, 1974 and 1975 in “other liabilities” to cover claims
not expected to be settled currently.
The Company has deposited $250,000 (included in “other assets”) with a bonding company as
primary collateral under its self-insurance program and is contingently liable to a bank under a letter
of credit of $655,000 for public indemnity.
An estimate of amounts due and payable on existing claims for which the Company is self-insured
and which are expected to be settled currently is included in the current liabilities.
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1. Accounting Policies:
••••

f. Change in accounting
During 1975, the Financial Accounting Standards Board issued their statement No. 5, which
required companies to eliminate any contingency reserves on their books. In compliance therewith,
the Company has removed its self-insurance reserves ($565,700, net of deferred taxes) from its
records. This item is shown as a “cumulative effect on prior years of change in accounting principles”
on the Company's statement of earnings. There would have been no effect on earnings in 1974.
Auditor’s Opinion
Board of Directors and Stockholders
Branch Industries, Inc.
New York, New York
We have examined the consolidated balance sheet of Branch Industries, Inc. and subsidiaries as
of December 31, 1975 and 1974, and the related statements of earnings, stockholders’ equity and
changes in financial position for the years then ended. Our examination was made in accordance with
generally accepted auditing standards, and accordingly included such tests of the accounting records
and such other auditing procedures as we considered necessary in the circumstances.
In our opinion, the aforementioned consolidated financial statements present fairly the financial
position of Branch Industries, Inc. and subsidiaries at December 31, 1975 and 1974, and the results of
their operations and the changes in their financial position for the years then ended, in conformity with
generally accepted accounting principles which except for the change, with which we concur, eliminat
ing self-insurance contingency reserves in accordance with Financial Accounting Standards Board
Statement No. 5 (Note 1), have been applied on a consistent basis.
E. I. DU PONT DE NEMOURS & CO.
Notes to Financial Statements
Summary of Significant Accounting Policies
• • • •

1975 Accounting Changes
Du Pont adopted the following accounting changes in the fourth quarter of 1975 to conform to
recent Statements of the Financial Accounting Standards Board (FASB). These changes increased net
income in the fourth quarter and year 1975 by $7.7 ($.16 per share). Prior periods were not restated
because the effect of the changes was not material.
Contingencies—To comply with provisions of FASB Statement No. 5, Accounting for Contingen
cies, (1) the self-insurance reserve for property damage has been discontinued, and (2) provisions for
public liability and other claims and the allowance for doubtful accounts receivable have been reduced
in accordance with the prescribed criteria.
• • • •

THE INTERNATIONAL NICKEL COMPANY OF CANADA LIMITED
Notes to Financial Statements
Note 2—Accounting changes
• • • •

Pursuant to Statements of Financial Accounting Standards Nos. 5 and 11, issued by the Financial
Accounting Standards Board in March and December 1975, respectively, the Company has eliminated
its $20 million liability for self-insurance and the related deferred taxes by restating retained earnings
at January 1, 1974. There were no provisions for self-insurance charged to 1975 or 1974 earnings.
Auditors’ Opinion
To the Shareholders of
The International Nickel Company of Canada, Limited:
We have examined the financial statements appearing on pages 22 through 28 of this report. Our
examinations were made in accordance with generally accepted auditing standards and accordingly
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
As explained in Note 2 of the Explanatory Financial Section, the Company adopted in 1975 the
last-in, first-out method of determining cost for certain metals inventories and, to conform with
recently issued accounting standards, changed its methods of accounting for currency translations and
for self-insurance.
In our opinion, these financial statements present fairly the financial position of The International
Nickel Company of Canada, Limited and subsidiaries at December 31, 1975 and 1974 and the results of
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their operations and changes in financial position for the years then ended, in conformity with gener
ally accepted accounting principles applied on a consistent basis, except for the change, with which we
concur, in the method of determining cost for certain metals inventories and after giving retroactive
effect to the changes, with which we also concur, in accounting for currency translations and for
self-insurance.

ELIMINATIONS TO BE MADE IN FOLLOWING YEAR
Three notes from financial statements are presented that disclosed or implied that proscribed
accruals would be eliminated in the following year in conformity with Statement Nos. 5 and 11. All
the notes refer to accruals for foreign investments.
GENERAL MOTORS CORPORATION
Notes to Financial Statements
Note 1. Significant Accounting Policies
• • • •

General Reserve Applicable to Foreign Operations
The general reserve applicable to foreign operations was established in 1954. There has been no
change in this reserve since its establishment.
• • • •

Accounting Statements
The Financial Accounting Standards Board issued Statements on Accounting for Contingencies,
in March 1975, and Accounting for the Translation of Foreign Currency Transactions and Foreign
Currency Financial Statements, in October 1975, which, for General Motors, are effective for the 1976
calendar year. General Motors is reviewing these Statements which are not expected to have a
material effect upon the financial statements.
MINNESOTA MINING AND MANUFACTURING CO.
Notes to Financial Statements
8. Accounting Changes
During 1975, the Financial Accounting Standards Board issued standards relating to accounting
for contingencies and currency translation. As a result, the Reserve Applicable to International
Operations will be reclassified to Stockholders’ Investment and changes will be made regarding
currency translation and the policy of recognizing related exchange gains and losses. These standards
were adopted by the Company as of January 1, 1976, and will require retroactive restatement of prior
years’ financial statements. When restated, it is estimated net income will increase $2.9 million ($.02
per share) for 1975 and decrease $14.3 million ($.13 per share) for 1974. In addition, Net Income
Retained for Use in the Business will be increased as of January 1 , 1974 by $33.6 million, including the
$17 million reclassification of the Reserve Applicable to International Operations.
NL INDUSTRIES, INC.
Notes to Financial Statements
Summary of Accounting Policies:
• • • •
Translation of Foreign Currencies. In 1976 the Company will comply with the requirements of the
Financial Accounting Standards Board dealing with accounting for contingencies and translation of
foreign currencies which will result in the discontinuance of the use of the reserve for foreign opera
tions and certain changes in the application of foreign exchange rates. This compliance will not require
restatement of prior years’ financial statements since the retroactive effect is not significant.
• • • •
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IV
RECLASSIFICATION OF APPROPRIATIONS

Some enterprises that have classified a portion of retained earnings as appropriated for loss
contingencies have shown the appropriation outside the stockholders’ equity section of the balance
sheet. FASB Statement No. 5 does not prohibit appropriations for loss contingencies but requires
that they be shown within the stockholders’ equity section and be clearly identified.
Two excerpts from financial statements are presented that illustrate a reclassification or
contemplated reclassification of a retained earnings appropriation from a presentation separate
from stockholders’ equity to a presentation within stockholders’ equity. The auditor’s report of
one of the companies that referred to the reclassification is also presented.
AETNA LIFE AND CASUALTY COMPANY
Notes to Financial Statements
6. Shareholders’ Equity and Dividend Restrictions
• • • •
The investment contingency reserves and the insurance contingency reserves presented sepa
rately in prior years have been reclassified as retained earnings in these financial statements.
THE GOODYEAR TIRE & RUBBER COMPANY
Notes to Financial Statements
Retained Earnings
In accordance with a ruling of the Financial Accounting Standards Board, retained earnings has
been retroactively increased by the reclassification of a General Reserve for Foreign Operations of
$12,375,000 which had been previously appropriated from Retained Earnings.
Auditor’s Opinion
To the Board of Directors and Shareholders of
The Goodyear Tire & Rubber Company
We have examined the consolidated balance sheet of The Goodyear Tire & Rubber Company and
its domestic and foreign subsidiary companies as of December 31, 1975 and 1974, and the related
statements of consolidated income and retained earnings and of changes in financial position for the
years then ended. Our examinations were made in accordance with generally accepted auditing
standards and accordingly included such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.
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As more fully explained in Notes to the Financial Statements, the Company changed its method
of accounting for the translation of foreign currencies on a retroactive basis and reclassified to Re
tained Earnings a General Reserve for Foreign Operations.
In our opinion, the financial statements examined by us present fairly the financial position of The
Goodyear Tire & Rubber Company and its domestic and foreign subsidiary companies at December
31, 1975 and 1974, and the results of its operations and the changes in financial position for the years
then ended, in conformity with generally accepted accounting principles applied on a consistent basis
after the changes, with which we concur, referred to in the preceding paragraph.
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V
DISCLOSURE OF NONLITIGATION CONTINGENCIES

FASB Statement No. 5 requires disclosure of loss contingencies when there is at least a
reasonable possibility that a loss or an additional loss may have been incurred for which accrual is
inappropriate if a reasonable possibility exists that an asset has been impaired or a liability has
been incurred at the date of the financial statements. The Statement requires disclosure of the
nature of the loss contingency and an estimate of the possible loss or range of loss or a statement
that an estimate cannot be made.
Thirty excerpts from financial statements are presented that illustrate the disclosure of loss
contingencies not pertaining to litigation. The examples are classified according to contingency
type. They include decisions by utility rate regulatory commissions and government tax bureaus
that have not been submitted to a court for adjudication, but decisions that have been submitted
are illustrated in Chapter 6. The reports of independent auditors containing qualified opinions
because of the contingencies are also presented.

ADDITIONAL INSURANCE COSTS
CHESSIE SYSTEM, INC.
Notes to Financial Statements
(12) Contingent Liabilities
• • • •
Certain subsidiary companies are contingently liable for additional premiums in the maximum
amount of $26 million under service interruption insurance policies carried jointly with other railroad
companies.
• • • •
COMMONWEALTH EDISON COMPANY
Notes to Financial Statements
(12) Commitments and Contingent Liabilities
• • • •
The Company is a member of Nuclear Mutual Limited, established to provide insurance cover
age against property damage to members’ nuclear generating facilities. The Company would be
subject to a maximum assessment of approximately $45,000,000 in the event of losses in the policy
period ending March 31, 1976. While a similar liability exists with respect to losses of Nuclear Mutual
Limited assureds during the policy periods ended March 31, 1974 and 1975, the Company believes
Nuclear Mutual Limited has an adequate reserve against all known losses in those periods. As a result
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of a decision not to establish cash reserves in the insurance company, the Company has received
refunds of parts of its insurance premiums. At December 31, 1975, the portion of such refunds from
Nuclear Mutual Limited included in Other Deferred Credits was $3,047,000, which represents a
partial reserve for possible assessments in the event of losses. A petition requesting permission to
continue this accounting treatment for refunds is pending before the Illinois Commerce Commission.
• • • •

PUBLIC SERVICE ELECTRIC AND GAS COMPANY
Notes to Financial Statements
8. Commitments and Contingent Liabilities
• • • •
The Company is a member of Nuclear Mutual Limited (NML) which provides insurance cover
ages, up to $150,000,000, for property damage to nuclear generating facilities of member companies.
In the event of losses at any plant covered by NML the Company would be subject to a maximum
assessment of fourteen times its annual premium, which currently would not be material for a single
assessment.
• • • •
ST. JOSEPH LIGHT & POWER CO.
Notes to Financial Statements
8. Boiler accident
In April 1975, during start up of the Company’s principal boiler at Lake Road Station during
installation of pollution control equipment, an accident substantially damaged the boiler and certain
associated equipment, including the new pollution control equipment. Management believes the loss
was caused by two independent but substantially concurrent events, one being a fire in the down
stream side of the boiler and the other an overheating condition in the front end of the boiler. The
Company estimates that restoration of these facilities will be completed by mid 1976 at a cost of about
$5,500,000. The Company maintains separate policies of boiler and machinery insurance and of fire
insurance. The installation contract required that the contractor furnish insurance for the pollution
control equipment during the installation period. The boiler and machinery insurance carrier has
denied coverage on the ground that the accident was caused by fire. The fire insurance carriers to date
have accepted partial but not full coverage responsibility for the damage and have raised questions as
to whether the Company has met a 90% co-insurance requirement of the fire policy. Management
believes it has met this requirement. If it were deemed that the Company has not maintained fire
insurance at 90% of the insurable value, the Company’s recovery against the fire insurance carriers
could be limited to a portion of the loss attributable to fire. The fire insurance carriers claim that a
portion of the loss was due to overheating during start-up of the boiler rather than to an insured fire.
If the latter contention were sustained, management believes that that portion of the loss would be
within the coverage of the boiler and machinery policy. The carrier of the partial insurance provided
by the pollution control equipment installation contractor has accepted responsibility for applicable
losses up to the limit of the policy, $689,000. Management believes that agreements have been reached
with pollution control equipment installation contractor, various subcontractors and their insurance
carriers and the Company’s fire insurance carriers which will substantially reduce the Company’s
exposure to potential liability for this portion of the loss.
The outcome of these discussions with the insurance carriers and other parties cannot be deter
mined at this time, but based upon information presently available, including consideration of the face
amount of insurance policies, management does not believe these events will materially affect the
financial position or results of operations of the Company.

CONTRACT PR IC E DISPUTE
AERONCA, INC.
Notes to Financial Statements
Note 2—Accounts Receivable:
At December 31, 1975 the Company had completed substantially all of its requirements under a
contract for bonded aluminum honeycomb sandwich panels. The original contract was for 16 shipsets
and two options of 7 shipsets each, both of which were exercised. The Company has submitted a claim
of approximately $1.3 million, included in accounts receivable, for price adjustments required as a
result of various change orders, changes in delivery schedule, specification delays, net of the costs of
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certain items deleted from the original contract requirements. The customer has disputed the claim
amount. Management has retained special counsel to assist in the resolution of the claimed amount and
it is the opinion of management and its special counsel that any settlement arising from the negotia
tions will not have a material adverse effect on the consolidated financial statements.
• • • •

Auditor’s Opinion
Board of Directors and Shareholders
Aeronca, Inc.
Torrance, California
We have examined the consolidated balance sheet of Aeronca, Inc. and subsidiaries as of De
cember 31, 1975 and 1974 and the related statements of operations, stockholders’ equity and changes
in financial position for the years then ended. Our examination was made in accordance with generally
accepted auditing standards, and accordingly included such tests of the accounting records and such
other auditing procedures as we considered necessary in the circumstances.
As discussed in Note 2, the Company is currently involved in negotiations for the determination
of the final contract price for a significant long-term contract. The effect upon the consolidated
financial statements is dependent on such negotiations. As set forth in Note 3, work in process under
the L-1011 program includes substantial costs, the recovery of which requires additional sales authori
zations of approximately 100 shipsets. As indicated in Note 10, the Company may be assessed for
additional property taxes.
The accompanying financial statements have been prepared on a going concern basis. Satisfactory
negotiation of the credit arrangements referred to in Note 5 had not been consummated as of March 1,
1976, and such arrangements are necessary to the continuation of the Company as a going concern.
Because of the significance of the matters referred to in the previous paragraphs we are unable to
and do not express an opinion on the accompanying consolidated financial statements for the year
ended December 31, 1975.

CONTRACT RENEGOTIATION
HAZELTINE CORPORATION
Notes to Financial Statements
Note 13. Renegotiation
A substantial portion of the Company’s sales to the United States Government is subject to
renegotiation. Renegotiation proceedings have been completed through 1972, and it is the Company’s
opinion that no refund will be required for years 1973 through 1975.
MARTIN MARIETTA CORPORATION
Notes to Financial Statements
Contingent Liabilities
Litigation pending against Martin Marietta and its subsidiaries is not considered to be material
and in the opinion of management will not have a significant effect upon the financial position and
results of operations.
The Renegotiation Act provides for the repayment to the government of earnings deemed to be
excessive under United States Government contracts and subcontracts. The provisions of the Act
apply to substantially all Aerospace sales and to a nominal amount of Aluminum and other sales.
Renegotiation proceedings for the Corporation have been completed for all years through 1968, and
such proceedings for Martin Marietta Aluminum have been completed for all fiscal years through 1969.
Management believes that no excessive earnings were realized in subsequent years and that no
renegotiation refunds will be required for such years.
• • • •

TEXAS INSTRUMENTS INCORPORATED
Notes to Financial Statements
Net Sales Subject to Renegotiation
Direct and indirect net sales for government use subject to renegotiation have accounted for
approximately 19% of the company’s total net sales for the two years ended December 31, 1975.
Renegotiation proceedings have been completed for all years through 1970 and the company believes
that no liability for renegotiation refund exists for subsequent years.
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CROP DESTRUCTION
GREAT NORTHERN NEKOOSA CORPORATION
Notes to Financial Statements
(9) Commitments and Contingencies
••••

From time to time Maine forests have been infested by a pest known as the spruce budworm. The
budworm’s larva feeds on the needles of spruce and fir trees retarding their growth and in many cases
killing the trees if the infestation continues over several years. In recent years the State of Maine has
conducted aerial spraying programs with the purpose of controlling the budworm, and a substantial
spraying program was carried out in 1975. The kill rate in the areas sprayed in 1975 averaged
approximately 90% and tree mortality was prevented in most of the sprayed areas. The company
cannot predict what damage the budworm may inflict in future years, whether or not spraying is
conducted. In order to reduce the effect of such damage the company might change its tree-cutting
patterns by cutting certain areas sooner than planned; such changes in the company’s forestry man
agement program could increase future wood costs.

EXPLORATION COSTS
FALCONBRIDGE NICKEL MINES LIMITED
Notes to Financial Statements
2. Non-producing assets
••••

(b) Non-producing assets include $33,748,000 (1974—$33,630,000) for exploration, development
and other expenditures relating to New Quebec Raglan Mines Limited and its subsidiary company,
Raglan Quebec Mines Limited in the development of that subsidiary company’s Cape Smith-Wakeham
Bay properties. These expenditures have been deferred with the intention that they should be amor
tized by charges against income from future mining operations:
While exploration and development at the properties have been suspended, studies are continu
ing regarding the feasibility of alternate methods of bringing the properties into production. De
velopment work and the feasibility studies on this project to date have not resulted in conclusions that
the expenditures on the properties will or will not be recoverable by charges against income from
future mining operations. The recovery of these costs from operations is dependent upon the obtaining
of adequate financing, the successful development of an economic mining operation, and the marketing
of concentrate production.

FA IL U R E TO F U L F IL L TERMS OF CONTRACT
GENERAL PORTLAND INC.
Notes to Financial Statements
Commitments and Contingencies
••••

The company has a long-term contract with a Mexican cement company which provides for
minimum purchases of cement by the company for sale in the company’s United States markets. If the
company does not buy the minimum amount, or if the seller does not deliver the minimum amount, the
contract provides for liquidated damages. Company management is of the opinion that it will utilize at
least the agreed upon amounts of Mexican cement over the contract period.
••••

GENERAL PUBLIC UTILITIES CORPORATION
Notes to Financial Statements
8. Commitments and Contingencies:
••••

The subsidiaries are engaged in negotiations with various suppliers relating to the latters’ claims
for delay or termination charges or increased fees which such suppliers assert result from the sub
sidiaries’ revisions of their construction plans and schedules and/or from the increased scope of supply.
We do not expect at this time that such negotiations will result in any material increase in costs that
would not be subsequently recovered.

24

FA IL U R E TO OBTAIN OPERATING PERM ITS
LOUISVILLE GAS AND ELECTRIC COMPANY
Notes to Financial Statements
9. The Company’s Ohio Falls hydro-electric station, the depreciated original cost of which is $2.2
million, was operated under a 50-year Federal Power Commission (FPC) license which expired in
November 1975. In 1972 the Company filed an application with the FPC for a new license to operate
the project. In 1975 the FPC issued the Company an annual license to continue operation of the project
pending final action on the Company’s application.
PUBLIC SERVICE ELECTRIC AND GAS COMPANY
Notes to Financial Statements
2. Other Security Investments
The Company has purchased $60,000,000 principal amount of interest-bearing first mortgage
notes of Distrigas of New York Corporation (DONY), a non-affiliated company, to assist in the
construction of DONY’s Staten Island LNG terminal. In recognition of the serious problems being
encountered by DONY in obtaining (a) sufficient quantities of LNG with related regulatory approvals
to permit the economical operation of the terminal facilities and (b) permits and authorizations to
operate the facilities, the Company in January 1975, effective for the year 1974, deferred recognition
of interest income on these notes, retroactive to the date interest began to accrue. Of the total interest
deferred in 1974, which was charged to Miscellaneous Other Income, $2,154,000 related to 1973.
Approximately $95,000,000 has been expended on the terminal to date with Cabot Corporation,
the parent company of DONY, having invested $35,000,000 of equity funds. Cabot announced, in early
1975, that it would not provide any additional funds. As a result, in order to protect its interest and
investment in the terminal, the Company has negotiated an agreement to purchase, early in 1976, the
capital stock of DONY, and its affiliate, Distrigas Pipeline Corporation, together with certain in
terests in real estate from Cabot for approximately $6,000,000. In addition, during the negotiations,
the Company advanced to DONY about $4,600,000 for the payment of New York City taxes and other
maintenance expenses.
The conditions necessary to permit the successful operation of the terminal have not been met at
this time. Any loss the Company may incur if these conditions are not resolved is not presently
determinable; however, in the opinion of the management of the Company such loss, if any, would not
have a material effect on the financial position of the Company or the results of its operations. The
ultimate financial effect of these transactions may depend, among other things, upon the Company’s
ability to find alternate uses for the facilities and the treatment granted by the PUC for rate making
purposes. Reference is made to Imported LNG Project on page 11 for additional information.
Imported LNG Project
The Company has been engaged since 1972 in a joint venture with Algonquin Gas Transmission
Company to import year-round supplies of liquefied natural gas (LNG) from Algeria and to market
this gas through a jointly-owned subsidiary, Eascogas LNG, Inc. By mid-1972 a gas purchase contract
with the Algerians and a transportation contract with Burmah Oil Tankers Ltd., had been signed
providing for initial deliveries in 1977. In addition, the Company had signed an agreement with
Distrigas of New York Corporation (DONY) for the delivery of the Eascogas LNG to New Jersey via
the Distrigas Staten Island Terminal and a proposed pipeline under the Arthur Kill. However, lack of
positive regulatory action resulted in project delays and cancellation of very favorably priced con
tracts.
A new supply contract was negotiated with Sonatrach, Algeria’s state-owned gas and oil com
pany, and was signed on November 5, 1975. PSE&G’s ultimate share of the total projected Eascogas
imports under this contract, after sales to other companies, is expected to be approximately 21.9
billion therms of LNG over some 22 years.
Deliveries could start as early as the winter of 1977-78. In order to do so, it will be necessary to
amend the Federal Power Commission application and obtain the required authorization of the FPC to
import and sell the LNG in the United States, in addition to having available the required liquefaction,
shipping, and terminal facilities.
As part of its agreement with DONY, your Company has participated in financing the construc
tion of the Distrigas LNG terminal by purchasing $60 million of Distrigas’ first mortgage notes.
Because of many delays in bringing the terminal into operation, DONY’s parent, Cabot Corporation,
which had provided the balance of the approximately $95 million already spent on the project, an
nounced that it would provide no additional funds. Subsequently, in order to protect our interest and
investment in their terminal, PSE&G negotiated with DONY for the transfer of ownership of the
terminal to the Company. Tentative agreement has been reached to purchase for $6 million the stock
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of DONY and Distrigas Pipeline Corporation plus additional assets consisting of land and a pipeline
easement on the New Jersey side of the Arthur Kill. PSE&G intends to negotiate agreements with
other companies operating in the New York-New Jersey area to share in the use of the terminal.

INCOME TAX ASSESSMENTS
BETHLEHEM STEEL CORPORATION
Notes to Financial Statements
K. Taxes
Federal income tax returns of Bethlehem and its subsidiaries for the years 1961 through 1972 are
under consideration by the Internal Revenue Service. Adjustments have been proposed by the Ser
vice for the years 1961 through 1970 and Bethlehem is contesting the major portion thereof. Because
of the complexities of the issues involved, it is not possible now to determine the amount of tax
deficiencies which may ultimately be payable. However, Bethlehem believes that it has made ade
quate provision so that final settlement of its Federal income tax liability for those years will not have
any material adverse effect on its consolidated financial position at December 31, 1975.
• • • •

BRUNSWICK CORPORATION
Notes to Financial Statements
Note 10—Internal Revenue Service Examinations
In prior years the Internal Revenue Service has issued statutory notices of deficiency and Re
venue Agent Reports to the Company proposing adjustments to taxable income for the years 1962
through 1971. A substantial portion of the proposed assessments resulted from increases in the tax
basis and useful lives assigned to repossessed bowling equipment and other deductions incurred in the
Company’s bowling business (primarily timing differences). In addition, there are significant amounts
relating to various transactions between the Company and its foreign subsidiaries.
In July, 1975, the Company signed a Memorandum of Understanding with the Internal Revenue
Service relating to a portion of the proposed tax deficiencies for the ten-year period. The Memoran
dum of Understanding involves the valuation and the accounting for certain repossessed bowling
equipment, certain related items including the treatment of bad debt reserves, and dismissal of an
alleged negligence penalty as it pertains to these issues.
The original assessments proposed by the Internal Revenue Service for the ten years aggregated
approximately $81,000,000, plus interest, and a 5% penalty of approximately $4,000,000 for alleged
negligence. However, these proposed assessments did not take into account all of the offsetting
adjustments (increased tax deductions principally for depreciation, cost of sales, and scrapping) to
which the Company would have been entitled if the higher asset valuations asserted by the govern
ment were sustained. After taking these additional deductions into account, the net deficiencies
proposed by the government for this ten-year period total approximately $35,000,000, plus interest,
and a penalty of approximately $2,500,000. Based on the Memorandum of Understanding in July,
1975, the net deficiencies proposed for the ten years after taking into account remaining offsetting
adjustments are further reduced to approximately $26,000,000, plus interest, and the proposed pen
alty for alleged negligence is reduced to approximately $300,000. Should the Internal Revenue Service
prevail on all of the remaining issues, the Company should still be entitled to additional tax reductions
in 1972 and subsequent years of approximately $8,000,000, thereby reducing the Company’s maximum
potential tax liability to $18,000,000, plus interest, and a penalty of $300,000. The Company is continu
ing negotiations with the Internal Revenue Service. The years 1972 and 1973 are currently under
examination.
The Company believes that its treatment of the principal items in question was proper and in
accordance with both the Internal Revenue Code and generally accepted accounting principles. In the
opinion of legal counsel, the deductions taken by the Company were properly claimed in determining
its income tax liability. However, the Company and its legal counsel recognize that there are difficul
ties involved in litigation and that litigation of this matter would be very expensive and time consum
ing, and, therefore, the Company has entered into the Memorandum of Understanding with the
Internal Revenue Service referred to above. In a manner consistent with such Memorandum of
Understanding, the Company intends to continue to defend its position vigorously at all appropriate
levels of appeal.
The Company is of the opinion that its reserves are adequate to cover the potential liability for tax
and interest resulting from these Internal Revenue Service examinations.
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ELI LILLY AND COMPANY
Notes to Financial Statements
Note E—Income Taxes
• • • •

Federal income tax returns for the years 1971 through 1973 are currently under examination by
the Internal Revenue Service. Field examiners have indicated that the Service may assert substantial
additional taxes for such years arising from the operations of a subsidiary of the company doing
business in Puerto Rico. No Internal Revenue Service assessment has been made, and it is not feasible
to estimate the amount of additional taxes that may be asserted. In the opinion of the company,
additional taxes, if any, which may ultimately result from the examination would not have a material
adverse effect on the consolidated financial statements of the company.
FALCONBRIDGE NICKEL MINES LIMITED
Notes to Financial Statements
3. Income and mining taxes
• • • •

Falconbridge Dominicana, C. por A. (Falcondo), a subsidiary company, has received income tax
assessments, for the 1972 and 1973 fiscal years, totalling RD $4,804,000 (Cdn. $4,881,000). Falcondo is
presently appealing these assessments and, based on counsel’s opinion, the company believes that
there will be no material adjustments required to th e consolidated accounts.
GENERAL PUBLIC UTILITIES CORPORATION
Notes to Financial Statements
7. Income Taxes:
Examination of Federal income tax returns through 1965 has been completed and all deficiences
have been paid. The years 1966 through 1970 are currently under review: agreement has been reached
with respect to 1971 and 1972. The Corporation and its subsidiaries have provided for any deficiencies
that may be anticipated. All participants in a consolidated Federal income tax return are severally
liable for the full amount of any tax, including penalties and interest, which may be assessed against
the group.
• • • •

P.H. GLATFELTER COMPANY
Notes to Financial Statements
7. Income Taxes
• • • •

In July 1975, the Commonwealth of Pennsylvania assessed additional income taxes for 1973 of
approximately $50,000, net of Federal income tax effect. If the tax authorities prevail, additional
assessments for 1974 and 1975 would aggregate $200,000, net of Federal income tax effect. The
Company believes that it has adequate defenses; however, adjustments, if any, which might result
would not have a material effect on the consolidated financial position of the Company.
GROSS TELECASTING, INC.
Notes to Financial Statements
Note C—Income Taxes
• • • •

The Internal Revenue Service has completed its examination of the Company’s federal income tax
returns for the years 1971,1972, and 1973 and has proposed additional taxes based on a reallocation of
the purchase price assigned to the tangible assets of its subsidiary acquired to 1970. The Company is
contesting the proposed deficiency and the additional tax liability, if any, will not be material to the
financial position of the Company.
WARNER-LAMBERT COMPANY
Notes to Financial Statements
Note 6—Tax Litigation:
The Internal Revenue Service has completed its examination of the tax returns of Parke-Davis
for the years 1961 through 1970 and has proposed reallocations of income with respect to those years
which would result in substantial tax deficiencies. While it is not possible to estimate the net tax cost
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of the resolution of these matters, Warner-Lambert and its counsel are of the view that the ultimate
net tax cost should not exceed $37 million (which corresponds with the amount previously reported in
corresponding footnotes in prior Annual Reports) with appropriate interest adjustments. WarnerLambert is of the view that any ultimate liability will not materially adversely affect its business or
operations. Payments of any deficiencies will be allocated for accounting purposes on a retroactive
basis to the years in which they arose.
Auditor’s Opinion
To the Board of Directors and Stockholders of
Warner-Lambert Company
We have examined the consolidated balance sheets of Warner-Lambert Company and its sub
sidiaries as of December 31, 1975 and 1974, and the related statements of consolidated income,
retained earnings and changes in financial position for the years then ended. Our examinations were
made in accordance with generally accepted auditing standards and accordingly included such tests of
the accounting records and such other auditing procedures as we considered necessary in the circum
stances.
As more fully described in Note 6 to the consolidated financial statements, the Internal Revenue
Service has proposed certain adjustments to a subsidiary’s federal income tax returns for prior years.
The method of accounting for translation of foreign currency transactions and foreign currency
financial statements was changed in 1975, as described in Note 2 to the consolidated financial state
ments.
In our opinion, subject to the effect of the final settlement of the tax litigation referred to in the
second paragraph, the consolidated financial statements examined by us appearing on pages 25-31 of
this report present fairly the financial position of Warner-Lambert Company and its subsidiaries at
December 31, 1975 and 1974, and the results of their operations and the changes in their financial
position for the years then ended, in conformity with generally accepted accounting principles applied
on a consistent basis after restatement for the change, with which we concur, referred to in the third
paragraph.
WESTERN BANCORPORATION
Notes to Financial Statements
Note J —Contingent Liabilities
• • • •

The Internal Revenue Service, which is investigating Bank of Idaho for possible improper tax
deductions of political contributions in 1972 and 1973 totaling approximately $5,000, has initiated a
special investigation of the consolidated tax returns of the corporation and certain of its affiliates for
the same years.
• • • •

OBJECTIONS TO PROPOSED PLANT LOCATION
UNION ELECTRIC COMPANY
Notes to Financial Statements
Note 7—Contingent Liabilities
Rush Island Plant
• • • •

Solid Waste Utilization System
The Company has begun construction of a solid waste utilization system capable of handling
essentially all of the solid waste generated in the Metropolitan St. Louis Area. Under the proposed
plan, which is scheduled to be in full operation in early 1979, the Company, through its non-utility
subsidiary Union Colliery Company, will establish and operate collection-transfer terminals through
out the Area.
The Company has suspended further expenditures on the System because of objections by local
residents to the proposed locations of collection-transfer terminal sites. Should the Company decide
not to complete the System, contract termination charges and construction expenditures to date plus
additional such costs to be billed are estimated to aggregate approximately $11,808,000. This amount
less recoverable salvage and income tax effects would be charged against income at the time of
termination. Under these circumstances, the Company estimates that net unrecoverable costs would
amount to approximately $2,800,000.
The Company can give no assurance that this problem will be resolved and that construction of
the System will be resumed.
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U TILITY RATES
ALLEGHENY POWER SYSTEM, INC.
Notes to Financial Statements
Note B—Revenues Subject to Refund:
Electric operating revenues and net income include $28,148,000 and $12,084,000 (44 cents per
share), respectively, for 1975, and $2,113,000 and $931,000 (3 cents per share), respectively, for 1974,
arising from rate increases in West Virginia effective May 31, 1974, and June 28 and November 26,
1975, and rate increases in Pennsylvania effective November 30, 1974, which are subject to refund
with interest.
• • • •

Auditor’s Opinion
To the Board of Directors
Allegheny Power System, Inc.
We have examined the consolidated balance sheet and statement of capitalization of Allegheny
Power System, Inc. and its subsidiaries as of December 31, 1975 and 1974, and the related consoli
dated statements of income, retained earnings and changes in financial position for the years then
ended. Our examinations were made in accordance with generally accepted auditing standards and
accordingly included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances.
As described in Note B to the financial statements, electric operating revenues for 1975 and 1974
include $28,148,000 and $2,113,000, respectively, arising from rate increases and subject to refund.
In our opinion, subject to the effect of adjustments, if any, which may result from the final
determination of the rate matters referred to in the preceding paragraph, the consolidated financial
statements appearing on pages 12 to 17, inclusive, present fairly the financial position of Allegheny
Power System, Inc. and its subsidiaries at December 31, 1975 and 1974, and the results of their
operations and changes in their financial position for the years then ended in conformity with generally
accepted accounting principles consistently applied.
FITCHBURG GAS AND ELECTRIC LIGHT COMPANY
Notes to Financial Statements
Note I: Contingent Liability
The Company’s method of billing and accounting for revenues under its fuel adjustment clause in
effect through September 26, 1974 has been challenged before the Massachusetts Department of
Public Utilities (DPU) by the Attorney General of the Commonwealth of Massachusetts. The required
monthly fuel adjustment schedules heretofore filed with the DPU had not been disputed by that
regulatory authority. The portion of such fuel adjustment clause revenues recorded by the Company
and now challenged by the Attorney General aggregates approximately $724,000 and is equivalent to
$.83 per average Common Share outstanding on 1974 earnings, after giving tax effect thereto. The
Company has vigorously defended its procedures in proceedings before the DPU, the outcome of
which is uncertain.
The Company’s billing and accounting for revenues under the fuel adjustments based on costs
incurred after September 26, 1974 are being made under a new fuel adjustment clause which took
effect on September 27, 1974 and are not being challenged.
Auditor’s Opinion
To the Shareholders of
Fitchburg Gas and Electric Light Company:
We have examined the balance sheet of Fitchburg Gas and Electric Light Company as of De
cember 31, 1975 and 1974 and the related statements of income, retained earnings and changes in
financial position for the years then ended. Our examination was made in accordance with generally
accepted auditing standards, and accordingly included such tests of the accounting records and such
other auditing procedures as we considered necessary in the circumstances.
As discussed in Note I to the financial statements, the Company’s method of billing and account
ing for revenues under its fuel adjustment clause in effect from January 1 through September 26,
1974, has been challenged by the Attorney General of The Commonwealth of Massachusetts. The
Company believes its methods are correct and has vigorously defended its procedures, but the ulti
mate outcome is uncertain and no provision for any liability that may result has been made in the
financial statements.
In our opinion, subject to the effects, if any, on the financial statements of the ultimate resolution
of the matter discussed in the preceding paragraph, the financial statements referred to above present
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fairly the financial position of Fitchburg Gas and Electric Light Company at December 31, 1975 and
1974 and the results of its operations and changes in its financial position for the years then ended, in
conformity with generally accepted accounting principles applied on a consistent basis.
NORTHERN INDIANA PUBLIC SERVICE COMPANY
Notes to Financial Statements
Rate Increases
On January 3, 1975, the Public Service Commission of Indiana approved an increase in the gas
rates, which based on the test year, 12 months ended June 30, 1974, would produce additional annual
gas revenues of approximately $20,500,000. The increased rates became effective January 7, 1975.
On October 6 , 1975, the Public Service Commission of Indiana approved an increase in the electric
rates, which based upon the test year, 12 months ended December 3 1 , 1974, would produce additional
annual electric revenues of approximately $50,000,000. The increased rates became effective October
8, 1975. As a part of the October 6 rate order, the Commission approved a change in the depreciation
rate applicable to the electric utility property of the Company to 3.0% which, for the test year, would
have increased depreciation expense approximately $2,100,000. In addition, the Commission approved
comprehensive interperiod tax allocation for the electric utility. This change, based on the test year,
would increase the provision for deferred taxes by approximately $3,100,000.
The above described increased electric rates are subject to refund if an appeal is taken and the
increased rates are not sustained upon appeal. However, the increased rates would remain effective
during the pendency of an appeal.
• • • •

PENNSYLVANIA POWER & LIGHT COMPANY
Notes to Financial Statements
2. Rate Filings
In March 1975 the Company filed with the PUC a two-stage request for additional increases in
electric revenues of about 15% which totaled approximately $80 million annually. The PUC suspended
both stages of this request. The Company subsequently filed a revised first stage increase of about 4%
(approximately $21.7 million annually) which was not suspended and went into effect on September
13, 1975.
The PUC concluded hearings on both stages in January 1976 but a final order is not expected
before the latter part of March 1976. Revenues collected under the 4% increase totaled $4.9 million
during 1975 and are subject to possible refund pending final action by the PUC.
A rate increase of approximately $1 million annually, affecting 15 resale customers, was permit
ted to become effective in September 1974 by the FPC. The affected customers are opposing the rate
increase and revenues collected are subject to possible refund.
8. Hydroelectric Projects
The Company operates two hydroelectric projects under licenses issued by the FPC. Certain
reserves required to be provided under the Federal Power Act have not been recorded pending
approval of the amounts by the FPC. The Company estimates that such reserves applicable to the
years from 1946 would not exceed $2.8 million at December 31, 1975.
TEXAS EASTERN TRANSMISSION CORPORATION
Notes to Financial Statements
Note 2: Natural Gas Rates
On October 1, 1975, the Company placed into effect general rate increases on the Eastern and
Western gas systems. Natural gas revenues include $33,305,496 which is subject to refund of any
amounts not ultimately approved by the FPC. As to the portion of rate increases correlative to
requested depreciation increases, see Note 3.
The FPC issued an order September 17, 1975, approving, with conditions, the Eastern system’s
negotiated settlement of its previous general rate increase placed into effect June 14, 1974. The order
allows an overall rate of return of 9.41 percent as compared to the 9.21 percent advocated by the FPC
staff, which was the basis on which earnings were reported prior to the FPC ruling. The cumulative
increase in earnings, $3,610,000 ($0.15 per share), resulting from the higher rate of return is included
in 1975 income in the fourth quarter. An FPC order issued January 26, 1976, granting the Company's
petition for reconsideration has not yet become final and the Company has therefore not yet made
refu n ds of overcollections and accrued interest which amounted to $51,706,131 and $23,219,811 at the
end of 1975 and 1974, respectively.
A partial settlement relating to an increase placed into effect on the Western system effective
July 11, 1974, has been negotiated with interested parties, and a written agreement has been filed
with the FPC; however, a full settlement and FPC approval are still pending. The financial statements
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reflect revenues based on the cost of service set forth in the partial settlement, including increased
depreciation expense, but excluding return at a rate in excess of that proposed by the FPC staff. On
this basis, revenue increases amounted to $16,105,752 and $9,605,073 for 1975 and 1974, respectively,
and amounts refundable, including interest, amounted to $11,643,499 and $5,528,527.
Total refundable amounts referred to above are included in Current Liabilities.
Note 3: Increased Depreciation Rates
In recognition of declines in natural gas reserves in the Company’s supply areas, there were
included in the 1974 general rate increases referred to in Note 2 amounts relative to increased
depreciation of natural gas facilities. The statements reflect such increased depreciation incorporated
in the settlements. The increase in depreciation expense and revenues related thereto for 1975 and
1974, respectively, amounted to $15,845,271 and $8,526,482 on the Eastern system (up from 3.3
percent to 4.3 percent) and $5,561,750 and $2,557,460 on the Western system (up from 3.5 percent to
4.9 percent). There has been excluded from revenue an amount of $6,944,764 for 1975 related to
requested increases in depreciation rates above those included in the settlements (to 5.5 percent on
the Eastern system and to 7 percent on the Western system). Such requested increases have not been
reflected in depreciation expense. FPC approval of depreciation rates other than those reflected in the
financial statements would affect revenue and depreciation by equal amounts.
Auditor’s Opinion
The Board of Directors
Texas Eastern Transmission Corporation:
We have examined the consolidated balance sheets of Texas Eastern Transmission Corporation
and subsidiary companies as of December 31, 1975 and 1974, and the related consolidated statements
of income, retained earnings, additional capital and changes in financial position for the years then
ended. Our examination was made in accordance with generally accepted auditing standards, and
accordingly included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances.
As explained in Note 2, the Company has gas revenues subject to refund pending final approval
by the Federal Power Commission.
In our opinion, subject to the effect, if any, on the consolidated financial statements of the
ultimate resolution of the matters discussed in the preceding paragraph, the aforementioned consoli
dated financial statements present fairly the financial position of Texas Eastern Transmission Corpo
ration and subsidiary companies at December 31, 1975 and 1974, and the results of their operations
and changes in their financial position for the years then ended in conformity with generally accepted
accounting principles applied on a consistent basis.
WISCONSIN PUBLIC SERVICE CORPORATION
Notes to Financial Statements
(2) Construction Commitments: Construction in progress includes $7,265,000 and $411,000 at
December 31, 1975 and 1974, respectively, representing the Company’s interest in the coal-fired
Columbia Plant Unit #2. Construction in progress also included $49,480,000 at December 31, 1974
representing the Company’s 38.9% interest in the coal-fired Columbia Plant Unit #1 for which com
mercial service began in May, 1975.
As of December 31, 1975 and 1974 construction in progress also includes $3,861,000 and
$2,460,000, respectively, representing the Company’s interest (16%) in the proposed Koshkonong
Nuclear Plant. Construction of this plant is subject to various regulatory approvals. The Public
Service Commission of Wisconsin has ordered that expenditures and commitments made by the
applicants (Wisconsin Electric Power Company being the constructing company and 58.6% owner)
prior to approval of the project by regulatory authorities would be made at the risk of the applicants
and that any losses which might be incurred if the project were not approved, if found to be the result
of imprudent or unreasonable expenditures, would not be allowed as an operating expense or included
in the rate base. On December 2 0 , 1974 the applicants replied to the Commission that accordingly they
intended to reduce precertification expenditures and commitments for the project principally to those
necessary to secure requisite regulatory approvals, maintain the existing enrichment services agree
ment with the Energy Research and Development Administration and assure procurement of a
reliable supply of natural uranium. As a result of the Commission Order, along with a reduction in
forecasted demand, the completion date has been set back to 1983 and 1984, respectively, for Units #1
and #2 of the plant rather than in 1981 and 1982 as originally forecast. The Company estimates that its
share of potential irretrievable losses at an assumed regulatory denial date of June, 1976, assuming
the most adverse circumstances, would be $6,469,000. Expenditures as of December 3 1 , 1975 and 1974
consist primarily of engineering, design and site selection costs; no construction has begun. In the
opinion of Company management, although they are unable to predict the nature or timing of further
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actions by the various regulatory agencies, all expenditures as of December 31, 1975 and 1974 have
been reasonably and prudently made in order to meet anticipated power demands.
Utility plant construction expenditures for 1976, which include substantial commitments for joint
power facilities, are estimated to be $54,900,000.
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VI
DISCLOSURE OF LITIGATION CONTINGENCIES

The most common loss contingencies that are disclosed but not accrued by companies included
in NAARS pertain to pending or threatened litigation against the company. If the underlying
cause of the litigation, claim, or assessment is an event occurring before the date of an enterprise’s
financial statements, the probability of an outcome unfavorable to the enterprise must be assessed
to determine whether accrual or disclosure without accrual is appropriate. Among the factors that
FASB Statement No. 5 requires to be considered are: the nature and progress of the case, the
opinions of legal counsel, the experience of the enterprise in similar cases, the experience of other
enterprises, and any decision of the enterprise’s management as to how the enterprise intends to
respond to the litigation.
Fifty-seven excerpts from financial statements are presented that illustrate the disclosure of
loss contingencies pertaining to litigation. The examples are classified according to the nature of
the litigation. The reports of independent auditors containing qualified opinions because of the
litigation are also presented.

ANTI-TRUST ACTIONS
AMCORD, INC.
Notes to Financial Statements

Litigation and Contingent Liabilities
• • • •
From time to time the cement industry has been the subject of antitrust investigations by various
government instrumentalities. During 1975 the Attorney General of Arizona initiated an investiga
tion, under that state’s antitrust law, of sales practices in the cement and concrete products industries
in Arizona. The company has submitted information requested of it in connection with this investiga
tion. The company’s management is unable at this time to predict what action, if any, may be taken by
the Attorney General of Arizona as a result of this investigation.
• • • •
BRUNSWICK CORPORATION
Notes to Financial Statements
Note 15—Legal Matters
On August 29, 1975, the United States Court of Appeals for the Third Circuit reversed and
vacated the judgments which had been entered against the Company by the U.S. District Court for
the District of New Jersey in an action initiated in 1966 by Treadway Companies, Inc. In May, 1973,
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the District Court had entered a judgment of $7,000,000 for treble damages and attorneys’ fees,
against the Company and in favor of three subsidiaries of Treadway, for profits allegedly lost because
of the Company’s operation of competing bowling centers in claimed violation of Section 7 of the
Clayton Act. The Company’s bowling centers in question had been taken over by it following default
by the previous owners on installment notes payable to the Company for bowling equipment pur
chases. In January, 1975, the District Court had also entered a judgment requiring the Company to
divest itself of four bowling center operations in question and had further enjoined the Company from
acquiring any existing bowling centers, but not from building new bowling centers, in the three areas
involved in the litigation.
In addition to reversing these judgments, the Court of Appeals remanded the case to the District
Court for a new trial in accordance with the opinion of the Court of Appeals. Both the Company and
Treadway Companies, Inc. filed Petitions for Writs of Certiorari in the Supreme Court of the United
States. The Company’s Petition seeks to have the Supreme Court enter a final judgment in its favor
without a new trial.
On February 23, 1976, the Supreme Court granted the Company’s Petition in part and agreed to
hear oral argument on the principal points raised in the Company’s Petition, but took no action on
Treadway’s request (an event subsequent to date of auditors’ report).
In the opinion of the Company’s legal counsel, the operation of the Company’s bowling centers has
been lawful and the Company should prevail in the ultimate disposition of the Treadway case.
In another case, in which the Company has sued for deficiencies on bowling receivables, the
defendants have counterclaimed alleging, among other things, certain violations of the antitrust laws
and seeking treble damages allegedly sustained by two bowling centers. The trial of this case has not
been set, but may commence in 1976. In the opinion of legal counsel, the Company will not be held
liable in this case.
Other lawsuits and claims are pending against the Company and its subsidiaries but, based upon
the opinions of counsel as to the ultimate disposition of these matters, management believes that the
liabilities, if any, will not be material.
• • • •

COX CABLE COMMUNICATIONS, INC.
Notes to Financial Statements
12. Commitments and Contingencies
In 1975 the Federal Communications Commission reconsidered its rules proscribing common
ownership of television and CATV properties in the same market after August 10, 1975, and con
cluded not to require divestiture of existing interests except in limited circumstances (none of which
affect the Company’s present holdings). These decisions are subject to pending court appeal which, if
successful, could require divestiture of the Company’s CATV system in Atlanta, Georgia. The Com
mission is considering other revisions to its policies and regulations which, if adopted, could impose
additional restrictions on the ownership and operation of CATV systems. Congress is considering
legislation revising the Copyright Act of 1909. The legislation being considered would, under most
circumstances, impose future copyright liability on CATV operators and would require payment of
copyright fees. Management and counsel cannot predict at this time the ultimate effect of these
matters on the CATV operations of the Company.
• • • •

THE FLINTKOTE COMPANY
Notes to Financial Statements
Contingencies
On September 14, 1973, the Company and certain other m anufacturers and sellers of
polyurethane foam were named as part defendants in a private civil suit instituted in Federal court in
Phoenix, Arizona, as a class action by the State of Arizona and others. The complaint included a count
based on alleged violations of the antitrust laws, a count based on negligence, a count based on strict
liability in tort and a count based on fraudulent representation. Plaintiffs sought actual damages on all
counts of $250,000 (subject to being trebled should the antitrust count be sustained), punitive damages
of $250,000 and attorneys’ fees.
The case was dismissed as to the Company on November 13, 1974.
The plaintiffs appealed. The appeal was heard by the Circuit Court of Appeals for the Ninth
Circuit on January 7, 1976 and is awaiting decision.
In 1975, litigation was instituted in the state courts in Arizona and California against the Com
pany on behalf of certain named plaintiffs who would have been members of the class described in the
case now awaiting decision. However, the complaints in the state court cases contain counts based
upon the same causes of action as in the aforementioned case, except that violation of the antitrust
laws has not been claimed, and counts based upon breach of warranty have been added. Actual
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damages claimed are unspecified, although punitive damages demanded aggregate $35,000. The cases
filed in Arizona have been stayed pending determination of the appeal in the Ninth Circuit. The cases
filed in state court in California have been removed to the Federal courts and transferred to the
District of Arizona, but there have been no further proceedings.
Several other plaintiffs have sued in the state courts in California and Nevada to recover for
personal injury and property damage aggregating $7,000 and punitive damages totalling $20,000
allegedly caused by polyurethane foam installations.
Based upon the investigation made to date of the facts and legal issues involved, it is the opinion
of counsel that the Company has meritorious defenses to the several actions, and the Company intends
to contest them vigorously.
RETAIL AND LEASING SUBSIDIARIES OF
HOUSEHOLD FINANCE CORPORATION
Notes to Financial Statements
11. On June 10, 1975, the Federal Trade Commission issued a complaint against National and the
two other leading domestic car rental companies, alleging generally that the respondents conspired to
monopolize the car rental market at airport locations and to maintain a concentrated non-competitive
market structure. While no specific relief was sought in the complaint, the Commission stated that it
will seek relief appropriate to remedy any proven violation of antitrust law. Subsequent to the filing of
the FTC complaint, several civil actions for money damages evidently related to the FTC action have
been filed. Management and legal counsel are of the opinion that meritorious defenses exist to each of
the actions and they will not have a materially adverse effect on the financial statements of National.
INTERNATIONAL PAPER COMPANY
Notes to Financial Statements
Litigation
The Company is a defendant in cases involving among other matters private antitrust damage
claims, land sales, environmental protection, and alleged discrimination in employment practices. The
Company is also involved in several grand jury investigations concerning compliance with the anti
trust laws. While any litigation or investigation has an element of uncertainty, the Company believes
that the outcome of any lawsuit, or claim which is pending or threatened, or all of them combined, will
not have a materially adverse effect on its financial condition or operations.
JOHNSON & JOHNSON
Notes to Financial Statements
Note 11 Pending Legal Proceedings
The Company is involved in a number of legal proceedings. Management believes that the liabil
ity, if any, resulting from such proceedings, in the aggregate will not have a material adverse effect on
the consolidated operations or financial position. For further details see page 28.
Pending Legal Proceedings (from page 28)
The Company’s 1973 acquisition of the Dr. Carl Hahn Company was challenged by the West
German Cartel Office in 1974 on the grounds that the acquisition unlawfully strengthened Hahn’s
position in the German tampon market. The Court of original jurisdiction in Germany recently ren
dered a judgment in the Company’s favor on the grounds that the Cartel Office had failed to act within
the applicable statute of limitation period. It is not known whether an appeal will be taken. The
Company remains confident of the legality of its actions and expects its position to continue to be
upheld by the German courts.
• • • •

KRAFTCO CORPORATION
Notes to Financial Statements
Contingent Liabilities
There are no pending legal proceedings against the company other than ordinary routine litiga
tion (including several treble damage suits based on alleged violations of the antitrust laws) which is
incidental to the company’s business and, based on the opinion of the company’s General Counsel, it is
believed that the outcome of such litigation will not materially affect the company’s consolidated
financial position or operations. See also the comments in Legal Matters, page 19.
Legal Matters (from page 19)
Several governmental agencies have requested information from the company in connection with
investigations being conducted by them. One such investigation, which the Federal Trade Commission
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has been conducting over a period of several years, relates principally to the longstanding arrange
ment under which Kraft Foods Division has been selling refrigerated dough bakery products manufac
tured by The Pillsbury Company to the retail trade.
OWENS-ILLINOIS, INC.
Notes to Financial Statements
Commitments and Contingencies
• • • •

The Company is a party to a substantial number of routine lawsuits incidental to its business,
some involving substantial amounts, and is also a party to various governmental administrative pro
ceedings relating principally to environmental and employment matters. In addition, several antitrust
suits are pending against the Company, certain of which are class actions against the Company and a
substantial number of other corporations. It is not possible at the present time to estimate the
ultimate legal and financial liability of the Company in respect of such litigation and proceedings;
however, General Counsel believes that the ultimate liability will not be material in relation to the
Company's consolidated financial statements.
PH ILIP MORRIS INCORPORATED
Notes to Financial Statements
Litigation:
Three purported class actions by tobacco growers are pending against the six major United
States cigarette manufacturers, including the Company, and others alleging violations of the United
States antitrust laws. In two of the actions, the plaintiffs seek damages for the years 1970-1974 of
approximately $2,500,000 in the aggregate; no specific amount of damages is claimed in the third
action. The Company has denied any violation of law, is vigorously contesting the actions and has been
advised by counsel that in their opinion these actions are not proper class actions. Furthermore, based
on the investigation made to date, counsel is of the opinion that the Company has substantial factual
and legal defenses to each of the alleged charges. A court order has been entered in one of the three
actions determining that the action cannot be maintained as a class action. Plaintiffs have filed a notice
of appeal from this determination. No adjustments or provisions have been made on account of the
litigation.
QUAKER STATE OIL REFINING CORPORATION
Notes to Financial Statements
9. Contingencies:
The trial in litigation which was instituted in June 1970 against the Company by certain petroleum
product resellers has been completed and final oral arguments were presented to the United States
District Court for the Western District of Pennsylvania in June 1973. The case is presently before the
Court for decision. The plaintiffs, in substance, complained of their difficulties in obtaining supplies of
the Company’s motor oils and charged violation of Federal Anti-Trust Laws. A combined total of
$24,000,000 in treble damage claims and a plea for injunctive relief were stated in the plaintiffs’
petition to the Court. In the opinion of Counsel, the Company has good defenses and the action should
not have a material effect on the financial position of the Company.
Prices of petroleum products sold by the Company are controlled by regulations of the Federal
Energy Administration. An audit by the FEA of the Company’s compliance with these regulations
since August 1973 is currently in progress. It is not possible to predict the results of this audit at the
present time; however, the Company believes that its interpretation of the applicable regulations has
been proper, and no material unfavorable outcome of the audit is anticipated.
TEXAS INSTRUMENTS INCORPORATED
Notes to Financial Statements
Major Litigation
As stated a year ago, Bowmar Instrument Corporation filed suit against the company on De
cember 3, 1974, alleging monopolistic practices and unfair competition in the production and sale of
handheld calculators and claiming damages in excess of $80 million and trebling of these damages. The
Company continues to believe that the suit is without merit.
THE TRAVELERS CORPORATION
Notes to Financial Statements
7. Contingencies
Aside from litigation with respect to claims arising under insurance contracts which are provided
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for in various reserves, certain Travelers subsidiaries are defendants or co-defendants in antitrust or
other actions, such as those arising from medical malpractice insurance disputes and claim administra
tion activities. It is management’s opinion, after consultation with counsel and a review of the facts,
that these latter actions are without merit and that it is improbable that the ultimate liability, if any,
arising therefrom or from any other contingencies, will have any material adverse effect on the
consolidated financial statements.

BREACH OF INVESTM ENT ADVISORY AGREEM ENT
FIRST WISCONSIN CORPORATION
Notes to Financial Statements
(17) Agreement and Related Litigation
On June 25, 1974, the corporation’s board of directors authorized certain special charges against
earnings to establish reserves in connection with a proposed agreement with First Wisconsin Mort
gage Trust (the “Mortgage Trust”) related to potential losses in its real estate portfolio. The Mortgage
Trust is an unaffiliated real estate investment trust for which a subsidiary of the corporation, First
Wisconsin Mortgage Company, serves as investment adviser. Under terms of the agreement subse
quently reached, the corporation purchased construction and land mortgages aggregating $14,848,000
from the Mortgage Trust. Losses on these loans, then estimated to total $4,500,000, were to be
absorbed by the corporation. The corporation also agreed to reimburse the Mortgage Trust for an
amount not exceeding $5,500,000 of principal losses on other loans in its portfolio. The Mortgage Trust
agreed to postpone litigation against the corporation and subsidiaries based on alleged claims relating
to the Mortgage Trust’s real estate portfolio for a period of three years, subject to certain exceptions.
One of the exceptions permits the Mortgage Trust to commence litigation immediately on such allega
tions if its reported allowance for losses exceeds $7,000,000. The claims in such potential litigation are
to be limited to the difference between such allowance for losses and $7,000,000. The Mortgage Trust
has subsequently published balance sheets indicating an allowance for losses in excess of $7,000,000
and, on March 12, 1975, filed suit against the corporation and certain of its subsidiaries. The complaint
does not state the amount of damages claimed, but requests “appropriate” damages, punitive damages
and costs in unspecified amounts. The complaint alleges violations of Federal and State securities laws
in the sale of participations, breach of participation agreements, breach of the Advisory Agreement
and advisory relationship and breach of the agreement mentioned above. The Mortgage Trust also has
contended that the restriction limiting its damage claims against the defendants as mentioned above is
no longer applicable.
While legal counsel for the corporation advise that there are several meritorious defenses to these
claims, they have not completed the extensive investigations which will be required to evaluate such
claims fully and have offered no opinion as to the probable outcome of the suit.
Auditor’s Opinion
The Board of Directors
First Wisconsin Corporation:
We have examined the consolidated balance sheets of First Wisconsin Corporation and subsidiary
banks and companies as of December 31, 1975 and 1974 and the related consolidated statements of
income, stockholders’ equity and changes in financial position for the years then ended. Our examina
tion was made in accordance with generally accepted auditing standards, and accordingly included
such tests of the accounting records and such other auditing procedures as we considered necessary in
the circumstances.
The Corporation and certain subsidiaries are currently subject to claims and litigation described
in Notes 17 and 18. As indicated in such notes, the final outcome of these actions is not presently
determinable and no provision has been made in the consolidated financial statements for the effect, if
any, of such claims and litigation.
In our opinion, subject to the effect, if any, on the consolidated financial statements of the
ultimate resolution of the matters described in the preceding paragraph, the aforementioned consoli
dated financial statements present fairly the financial position of First Wisconsin Corporation and
subsidiary banks and companies at December 3 1 , 1975 and 1974 and the results of their operations and
the changes in their financial position for the years then ended, in conformity with generally accepted
accounting principles applied on a consistent basis.

EMPLOYMENT PRACTICES
CONSOLIDATED FREIGHTWAYS INC.
Notes to Financial Statements
11. Litigation On December 20, 1973, the motor common carrier subsidiary of the company was
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named as one of several defendants in an action brought under Title VII of the 1964 Civil Rights Act,
the Civil Rights Act of 1870 and the National Labor Relations Act by eight named plaintiffs who seek
to represent an alleged class composed of certain minority groups. The complaint principally concerns
the hiring and promotion practices of the defendant employers and the employee transfer and senior
ity provisions of the collective bargaining agreements between the defendant employers and defen
dant unions. The suit seeks injunctive relief, back pay awards, other unspecified compensatory
awards, and punitive damages in the amount of $50 million against the defendant trucking companies,
unions, and industry associations. In the opinion of management, the company has adequate defenses
to this action and no material liability to the company will result from the litigation.
The company is a defendant in various other lawsuits incidental to its business. Based on opinions
from the various counsel retained to defend these actions, management believes that the company’s
ultimate liability, if any, will not be material.
RAYBESTOS-MANHATTAN, INC.
Notes to Financial Statements
Note K—Litigation
As a result of the closing of the Company’s plant in Passaic, New Jersey, in June, 1973, the State
of New Jersey has assessed against the Company a purported “tax” in the amount of $13,474,357
under the Private Nonvested Pension Benefits Protection Tax Act, Chapter 124, Laws of New Jersey
1973 (the “Act”) which became law in May, 1973. The Act provides for a “tax” upon employers of 500
or more employees who cease to operate a place of employment in New Jersey in connection with a
move of business operations outside the State. The “tax” is based on the amount of nonvested pension
benefits of employees who have completed 15 years of service. The Company has instituted an action
in the Superior Court of New Jersey seeking, among other things, a declaratory judgment that the
Act violates the New Jersey and United States Constitutions. In addition, the Company has protested
the assessment of the “tax” and filed a petition of appeal from the assessment to the Division of Tax
Appeals of the Department of the Treasury of New Jersey. In order to obtain a release of the lien of
any “tax” under the Act with respect to any of its property in New Jersey, the Company has filed with
the Department of the Treasury of the State of New Jersey an indemnity bond secured by the pledge
of 550,000 shares of Cassiar Asbestos Corporation Limited owned by the Company. It is the opinion of
management after consultation with counsel that the Act will be held unconstitutional and that the
assessment will be vacated.
The Company is the defendant in a separate but related action, commenced in December, 1973, in
the United States District Court in Newark, New Jersey, in which twenty-two named plaintiffs
purport to represent themselves and other former employees of the Company’s Passaic plant. Plain
tiffs seek compensatory and punitive damages allegedly resulting from the closing of the plant and the
alleged consequent loss of earned pension rights of those employees whose pensions had not vested
under the terms of the Company’s pension plan. The amount of damages claimed is not specified, but
compensatory damages claimed would probably be substantially the same amount, without duplica
tion, as that sought to be covered by the “tax” assessed against the Company under the Act. In the
opinion of management after consultation with counsel, based upon facts known to them to date and
their understanding of the present law, the Company has good and meritorious defenses to the
complaint and should prevail.
In May, 1975 several hundred former employees of the Company’s Passaic plant, together with
certain of their spouses and representatives of deceased employees, commenced a purported class
action on behalf of themselves and others similarly situated, in the United States District Court of
Newark, New Jersey, against several companies which allegedly supplied asbestos to the Company,
and against an insurance company. Each plaintiff claims damages of $2,000,000 resulting from expo
sure to asbestos. The Company has not been made a party to this suit, although a possibility exists
that defendants may attempt to join the Company as a third party defendant. The action is in the early
stages of discovery. Management is of the opinion, based on facts presently known to it and after
consultation with counsel, that the asbestos suppliers cannot under present law support a third party
claim against the Company and that even if a third party claim could be supported, the liability, if any,
of the Company would not be material.
• • • •

SOUTHERN CALIFORNIA EDISON COMPANY
Notes to Financial Statements
Note 3—Commitments and Contingencies
Legal Matters
• • • •

On January 15, 1974, a class action suit was filed against the Company and the two labor unions in
the U.S. District Court for the Central District of California. This suit alleges that the defendants
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have engaged and are continuing to engage in unlawful employment practices, with respect to Blacks
and Mexican-Americans, which are in violation of certain civil rights acts and encompasses a number
of the issues raised by the EEOC determination mentioned above. If the plaintiffs in such action
should prevail against the Company, the court, in addition to awarding monetary damages and back
pay to class members (plaintiffs’ claim is in excess of $20,000,000), could enjoin any employment
practices it determines are unlawful and order that the Company undertake further affirmative action
with respect to future hiring and promotional practices, as well as such other equitable relief as the
court deems appropriate. Settlements, consent decrees and decisions arising out of charges filed
against other employers under such civil rights acts have resulted in the imposition of uneconomical
hiring, promotional and other employment practices and requirements, as well as substantial mone
tary awards or settlements.
In the opinion of Company counsel, although there are no controlling judicial precedents concern
ing a number of issues presented by the charge and the case, the Company has a number of defenses
which should be sustained by a court and which, among other things, have the effect of limiting,
eliminating or mitigating claims for monetary damages. The Company believes, based on its investiga
tions to date, that the amount of any recovery of monetary damages, including back pay, should not
have a material effect on the financial statements of the Company.
In addition to the above class action, actions could be instituted by the EEOC if the matter is not
resolved in conciliation, and by others raising issues other than those included in the class action now
pending. Also, other proceedings alleging discrimination could be instituted against the Company by
other federal agencies for the termination of contracts for the processing of nuclear fuel, the sale or
purchase of power or purchase of water, and of easements, rights-of-way and permits over federal
lands on which numerous Company transmission and distribution facilities are located or are planned
to be located in the future.
• • • •

WESTERN PUBLISHING COMPANY, INC.
Notes to Financial Statements
H. Contingencies
The company and its subsidiary, Kable Printing Company, are involved in several lawsuits with
Graphic Arts International Union, AFL-CIO, and certain locals alleging inducement of breaches of
contract and conspiracies to breach contracts on the part of the companies and unlawful secondary
boycott violations on the part of the unions. In the opinion of counsel, the union’s position alleging
breaches of contract and conspiracies is without merit and the companies’ position in the case will
prevail. An adverse ruling of the National Labor Relations Board which may affect the lawsuits
against the unions for secondary boycott activities has been appealed and is now pending before the
U.S. Court of Appeals for the Seventh Circuit. The Company’s management believes that the resolu
tion of these matters will not have a material effect on its financial position or results of operations.

ENVIRONM ENTAL DAMAGE
AMCORD, INC.
Notes to Financial Statements
Litigation and Contingent Liabilities
• • • •

As with any manufacturer involved in operations similar to those of the company, claims may
from time to time be asserted which allege liability on the part of the company connected with matters
of environmental control, product liability, and general liability, including claims involving emissions
from and the operations of the company’s cement plants and claims arising from its former aircraft
manufacturing operations. The company carries general and product liability insurance which, in the
opinion of management, is adequate to cover any existing material liability claims. The company is
involved in litigation considered to be routine to the nature of its business. In the opinion of the
company’s management, it is improbable that the outcome of such litigation will be materially adverse
to the company.
• • • •

ALLEGHENY POWER SYSTEM, INC.
Notes to Financial Statements
Litigation
• • • •

A decision has not yet come down in the suits against two Company subsidiaries for an aggregate
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of $5.75 million of alleged damages to ornamental and Christmas tree farms from emissions from their
generating stations.
• • • •
ARMCO STEEL CORPORATION
Notes to Financial Statements
11. Litigation
Reserve Mining Company
Reserve Mining Company, 50% owned by Armco, provides approximately 75% of the iron ore
used by Armco in its blast furnaces at Ashland, Kentucky; Houston, Texas; and Hamilton and Mid
dletown, Ohio.
In February 1972 the Federal government, subsequently joined by three states and certain
environmental groups, brought suit in the United States District Court for the District of Minnesota
against Reserve concerning its discharges into Lake Superior and into the air. The owners of Reserve
were later joined as parties to this litigation.
On March 14, 1975 the Eighth Circuit Court of Appeals rendered its decision on Reserve’s appeal
of an earlier District Court decision. The Appeals Court found that while Reserve’s discharges into the
air and water violated Federal and state laws and give rise to a potential threat to the public health, no
harm to the public health has been shown to have occurred to this date, the danger to health is not
imminent and that no reason exists which requires that Reserve terminate its operations at once.
Further, the court ruled that Reserve is entitled to a reasonable time period to convert to on-land
disposal of tailings and should take reasonable immediate steps to reduce its air emissions.
The District Court has not yet ruled on a request by the State of Minnesota for substantial fines
under state laws. Counsel for Reserve is of the opinion that the preponderance of evidence should
militate against substantial fines.
Reserve and the State of Minnesota have entered into stipulation agreements relative to the
installation of air pollution control equipment. Design and engineering of this equipment, with an
estimated cost of $35 million, is in progress.
Reserve has applied to the State of Minnesota and the Federal government for permits for an
on-land disposal site for its tailings at an estimated cost (including interest during the construction
period) of approximately $266 million. Hearings on the Minnesota permit application are expected to
be completed in February, 1976, following which the hearing officer will make his recommendation
regarding the permits requested. While there can be no present assurance that the permits will be
granted, Reserve and Armco believe the proposed tailings disposal plan to be feasible from a safety,
environmental and engineering standpoint.
• • • •
PHELPS DODGE CORPORATION
Notes to Financial Statements
Contingencies. The Arizona authorities and the federal Environmental Protection Agency (EPA)
are reevaluating the particulate emission regulations applicable to the Corporation’s Arizona smelters;
changes in the regulations would be required to permit full compliance by the smelters. EPA has
proposed a sulfur dioxide (SO2 ) emission regulation for Arizona copper smelters which, if promul
gated, would force the Corporation to decide to close the Douglas smelter and would also adversely
affect its other two Arizona smelters. If EPA should promulgate this regulation in the form proposed,
the Corporation would appeal for relief to the federal courts. If EPA should adopt the alternative plan
for the Douglas smelter proposed by the Corporation or should approve amendments recently pro
posed by Arizona to its regulations, the smelter could continue to operate. The book value of the
Douglas smelter is not material in relation to the Corporation’s consolidated total assets.
• • • •

EXCHANGE OF ASSETS
GREAT NORTHERN NEKOOSA CORPORATION
Notes to Financial Statements
(9) Commitments and Contingencies
• • • •
The company is engaged in litigation involving timber cutting rights on the lands conveyed to the
company by the State of Maine (refer to Note 4). Management has been advised by counsel that it
should prevail on the principal issue being litigated.
• • • •
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(4) Income Taxes
••••

On November 12, 1975, the company completed an exchange of lands with the State of Maine
which resulted in a contribution to the State of $5,600,000. This contribution decreased the company’s
federal income tax provision $2,700,000 equivalent to $.40 a share primary and $.38 a share fully
diluted. The book value of the donated property was $138,000.
• • • •

FA IL U R E TO F U L F IL L TERMS OF CONTRACT
PEABODY COAL COMPANY
SUBSIDIARY OF KENNECOTT COPPER
Notes to Financial Statements
14. Legal Proceedings:
On May 23, 1975, Mississippi Power Company filed a civil action against Peabody alleging breach
of a coal supply agreement and claiming damages in the amount of approximately $346 million.
Plaintiff also seeks a declaratory judgment that Peabody’s delivery commitment of 1.74 million tons
per year has not been reduced by force majeure. The U.S. District Court has sustained Peabody’s
motion that its controversy with plaintiff be determined by arbitration pursuant to an arbitration
provision in the coal supply agreement. That arbitration has not yet commenced. Peabody's outside
counsel is unable to predict at the present time the ultimate outcome of this litigation.
In addition, Peabody has been notified by a customer that a claim will be asserted for damages of
$34.5 million arising from alleged deficiencies in Peabody’s deliveries of coal during 1975 under a
long-term coal supply agreement. Due to the preliminary nature of this claim, the potential liability of
Peabody, if any, is not presently determinable.
Auditor’s Opinion
To the Directors and Stockholders of
Kennecott Copper Corporation:
We have examined the consolidated balance sheet of Peabody Coal Company (a wholly owned
subsidiary of Kennecott Copper Corporation) and Subsidiaries as of December 31, 1975, and the
related consolidated statements of income and earned surplus and changes in financial position for the
year then ended. Our examination was made in accordance with generally accepted auditing standards
and, accordingly, included such tests of the accounting records and such other auditing procedures as
we considered necessary in the circumstances. We previously examined and reported upon the con
solidated financial statements of the Company for the year ended December 31, 1974, which have been
restated with our concurrence for the change in accounting principle as described in Note 1, Summary
of Accounting Policies—Foreign Currency.
As more fully described in Note 14, the Company is a defendant in a lawsuit and subject to an
unasserted claim, both alleging breach of coal supply agreements.
In our opinion, subject to the outcome of the matters referred to in the preceding paragraph, the
aforementioned financial statements present fairly the consolidated financial position of Peabody Coal
Company and Subsidiaries at December 31, 1975 and 1974 and the consolidated results of their
operations and changes in financial position for the years then ended, in conformity with generally
accepted accounting principles applied on a consistent basis during the period subsequent to the
change, with which we concur, made as of January 1, 1974, in the method of accounting for mine
airshafts as described in Note 13.
UNITED GAS PIPE LINE COMPANY
Notes to Financial Statements
(1) Curtailments on Interstate System and Related Litigation—
United Gas Pipe Line Company (United) has been curtailing deliveries of gas to customers on its
interstate system since November 1970 in accordance with priorities generally favoring nonindustrial
consumers. In this connection, United has filed curtailment plans with the Federal Power Commission
(FPC), whose jurisdiction to order curtailments, notwithstanding direct sale contract commitments,
has been sustained by the United States Supreme Court.
Seven separate lawsuits filed by industrial customers for damages allegedly caused by curtail
ments are currently pending against United and (in four of th e lawsuits) Pennzoil Company (Pennzoil).
These lawsuits claim damages totaling approximately $1,141,000,000, including treble damage claims
under antitrust laws for approximately $692,000,000. The claims made against United are based on
allegations of, among other things, breach of contract for failure to deliver the maximum quantity of
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gas provided for in the contract and violations of Federal and state antitrust laws. Certain plaintiffs
contend that United’s own actions created or contributed to its systemwide gas shortage and need to
curtail. The claims made against Pennzoil are based on allegations of, among other things, tortious
interference with contract and violations of the same antitrust laws. The lawsuits present, with some
variations, the same factual and legal issues. United’s position in all seven lawsuits is that its curtail
ment of natural gas to the complaining customers was necessitated by the nationwide natural gas
shortage, a phenomenon beyond the control of United or any other pipeline, and that such curtail
ments were made in accordance with United’s tariff as modified by FPC orders. United’s defenses are,
among others, that the express and implied provisions of its FPC tariffs relieve it of all liability for
damages arising from its curtailments, that its contracts with the complaining customers were ex
pressly made subject to valid regulatory action, and that the awarding of the damages sought would
violate provisions of the Natural Gas Act. United also contends that its contracts authorize the
curtailments complained of and that, in any event, it is excused from any failure to deliver full
contractual quantities as a result of the circumstances of its shortage. Finally, United denies that it
has violated any Federal or state antitrust laws.
In addition to their general damage claims, two plaintiffs have alleged in their suits that United is
liable to them for the cost of using other fuels during periods of curtailment under so-called substitute
fuel clauses in their contracts. One additional industrial customer has made a similar claim, although it
has not filed suit to date. United’s position is that liability under such clauses is limited to costs
incurred during seven days of curtailment and that any such liability is minimal. Only these three
customers have substitute fuel clauses in their contracts.
United believes that the FPC has primary jurisdiction over a number of factual and legal issues
material to all suits, including (1) the construction and reasonableness of United’s tariffs, (2) allega
tions that United has failed to perform prudently certain gas acquisition, transportation and sales
activities regulated by the FPC, and (3) policy questions concerning the burden of requiring interstate
pipelines to compensate curtailed customers for the cost of curtailment during the current shortage.
United’s position is that the FPC should consider such issues before any individual damage claims are
tried.
In November 1974, the United States Court of Appeals for the Fifth Circuit (Fifth Circuit)
reviewed United’s then current curtailment program and took several actions material to the interre
lationship of FPC jurisdiction and curtailment damage claims. While the Court indicated that the
question of United’s contractual liability for damages, if any, resulting from curtailment should be
decided in a damage suit, it specifically directed the FPC to consider whether United’s curtailment
tariffs could exculpate it from any such liability and, if so, whether such exculpation would subject
United’s curtailed customers to any undue prejudice or disadvantage within the meaning of the
Natural Gas Act.
In response to the Fifth Circuit’s opinion, the FPC has instituted a separate proceeding to
consider the validity of United’s proposed tariff specifically relieving United of liability for its custom
ers’ cost of using alternate fuels during curtailments and of United’s currently effective tariff which
provides that curtailments are to be made without liability. The plaintiffs in the seven damage actions
have intervened in the proceeding, and discovery has commenced. In December 1975, the Administra
tive Law Judge referred to the FPC the question of whether evidence directed to the causes and
circumstances of United’s shortage was properly within the scope of the proceeding, and this issue is
pending before the FPC for decision. The final resolution of the FPC proceeding is not presently
determinable, and any findings by the FPC as to limitations on liability resulting from United’s tariffs
would be subject to judicial review. The FPC is also reviewing United’s past curtailment practices,
which present factual issues in dispute in the damage claims, which the Fifth Circuit has determined
to be a proper subject for consideration by the FPC in its proceedings to determine whether United’s
permanent curtailment program would create any undue preferences or discriminations.
United has moved to dismiss or to stay the individual lawsuits pending completion of the FPC’s
exercise of its primary jurisdiction. All proceedings, including discovery, have been stayed by the
district court in one case, which order has been appealed by the plaintiff to the Fifth Circuit. One case
has been ordered stayed, and another has been held in abeyance by agreement of the parties, pending
the Fifth Circuit decision on such appeal. Motions to stay have been denied or stay orders have been
vacated in the other four damage cases, which are currently in the discovery stage. No trial dates have
been set in any case.
United believes, and its counsel in the seven lawsuits are of the opinion, that applicable judicial
decisions, FPC orders, provisions in United’s FPC tariffs and contracts and industry practice should
furnish United with adequate defenses to the claims for damages.
Auditor’s Opinion
To the Shareholders and Board of Directors,
United Gas Pipe Line Company:
We have examined the consolidated balance sheet of United Gas Pipe Line Company (a Delaware
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corporation) and its consolidated subsidiaries as of December 31, 1975 and 1974, and the related
consolidated statements of income, shareholders’ equity and changes in financial position for the years
then ended. Our examination was made in accordance with generally accepted auditing standards, and
accordingly included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances. We did not examine the financial statements of Sea Robin
Pipeline Company, the investment in which is reflected in the accompanying financial statements on
the equity method of accounting (see Note 9). These statements were examined by other auditors
whose report thereon has been furnished to us and our opinion expressed herein, insofar as it relates
to the amounts included for Sea Robin Pipeline Company, is based solely upon the report of the other
auditors. The opinion of the other auditors was qualified as being subject to the outcome of regulatory
matters concerning a rate increase application discussed in Note 9; however, in our opinion, this
matter is not significant in relation to the consolidated financial statements.
As discussed in Note 1, the Company is a defendant in several lawsuits alleging damages result
ing from curtailment of natural gas deliveries and alleged violations of antitrust laws. Company
management believes, and its counsel in the lawsuits are of the opinion, that applicable judicial
decisions, Federal Power Commission orders, provisions in the Company’s Federal Power Commis
sion tariff and contracts and industry practice should furnish the Company with adequate defenses to
the claims for damages, but the ultimate outcome of these lawsuits cannot presently be determined.
As discussed in Note 10, the Company has several significant rate and other regulatory matters and
litigation pending, the final resolution of which cannot presently be determined.
In our opinion, based on our examination and the report of the other auditors and subject to the
effect on the financial statements of the final resolution of the matters discussed in the preceding
paragraph, the accompanying consolidated financial statements referred to above present fairly the
financial position of United Gas Pipe Line Company and its subsidiaries as of December 31, 1975 and
1974, and the results of their operations and changes in their financial position for the years then
ended in conformity with generally accepted accounting principles consistently applied during the
periods.
WESTINGHOUSE CREDIT CORPORATION
Notes to Financial Statements
Litigation
In several legal actions by or on behalf of lot purchasers against recreation land developers
seeking substantial damages and rescission of lot sales, WCC has been named a defendant. WCC has
also been sued by a company claiming a large amount of damages resulting from transactions in home
modernization installment contracts. Management believes that it has meritorious defenses to all
claims against WCC and that disposition of all pending litigation will not have a material adverse
financial effect on WCC.

IM PROPER SEC U R ITIES TRANSACTIONS
CITICORP
Notes to Financial Statements
22. Commitments and Contingent Liabilities
• • • •

Various legal proceedings are pending against Citicorp and its subsidiaries including a number of
lawsuits relating to Citibank’s participation in the public sale of various issues of New York City and
New York State Agency securities. Management of Citicorp considers that the aggregate liability, if
any, resulting from these proceedings will not be material.
CONTINENTAL ILLINOIS CORPORATION
Notes to Financial Statements
Note N —Other Commitments and Contingent Liabilities:
• • • •

The Bank is defendent in several actions (some of which are brought as class actions) alleging that
the Bank improperly purchased and retained, or advised the purchase and retention of, certain
securities for various trust and agency accounts. Plaintiffs allege damages in excess of $30,000,000.
The Bank’s initial motions for dismissal or stay in the cases were denied, and review of the District
Court’s denial was refused. Subsequently, the Bank renewed such motions based on two recent
United States Supreme Court decisions which appear to cast doubt upon the substantive basis of the
District Court’s denial. With the exception of one case, the Bank has also filed answers to the various
complaints denying liability, and discovery has commenced and is proceeding. In those cases brought
as class actions, the court has not yet determined whether they are properly brought as such. It is the
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opinion of management of the Corporation that the ultimate disposition of these cases will not have a
material effect on the financial condition of the Corporation.
The Corporation and certain subsidiaries, including the Bank, are defendants in various other
legal proceedings. With respect to each of these suits, it is either the opinion of legal counsel that it is
without merit or the opinion of management of the Corporation that even if the plaintiff prevails
therein the disposition thereof will not have a material effect on the financial condition of the Corpora
tion.
MADISON FUND, INC.
Notes to Financial Statements
Note B: Proceedings instituted in 1968 by the SEC against Merrill Lynch, et al., a number of its
employees and several of its customers (including the Corporation) terminated in 1971 when the SEC
affirmed the Examiner’s decision in which the Corporation and others were “censured.” No fine or
penalty was assessed against the Corporation. The proceedings were based on allegations of the staff
of the SEC that such customers had made improper transactions in the stock of Douglas Aircraft (now
McDonnell Douglas). In addition, stockholders brought actions in Federal and State courts against the
same parties, including Merrill Lynch and its employees, asking for money and punitive damages. All
except one Federal suit and one State suit have been dismissed. In the remaining Federal suit, a
motion by defendants to dismiss the suit was denied on Dec. 26, 1972. The Second Circuit has affirmed
and returned the suit to the District Court for trial on the merits. Ballard, Spahr, Andrews &
Ingersoll, counsel for the Corporation, has advised it that because the complaint in the remaining
Federal suit alleges certain theories of liability for which there is no precedent, it is impossible at this
time to predict whether this litigation might result in any liability which would adversely affect the
financial position of the Corporation.
J.P. MORGAN & CO. INCORPORATED
Notes to Financial Statements
15. Legal proceedings
Various actions and proceedings are pending against or involve J.P. Morgan & Co. and its
subsidiaries. Among these are:
(1) actions and proceedings which are related to the bankruptcy of Penn Central Transportation
Company, including one which seeks to invalidate or subordinate, or to invalidate the pledge of
collateral for, certain loans in which Morgan Guaranty has a participation of $25,000,000 ($12,500,000
of which was charged to the reserve for possible loan losses in 1970 and $6,250,000 of which was
charged to the reserve in 1974):
(2) actions under the securities and other laws against various defendants, including Morgan
Guaranty, on behalf of purported classes of persons who purchased large amounts of securities issued
by New York City and by certain New York State agencies in which plaintiffs allege fraud and
misrepresentation in connection with such sales and claim compensatory damages in unspecified
amounts; and
(3) proceedings and actions which are related to the bankruptcy of W.T. Grant Company, includ
ing an action under the Federal securities laws and under other laws, on behalf of a purported class of
persons who purchased Grant securities from about 1973 through September 1975, against Grant, its
directors, its accountants, and Morgan Guaranty individually and as agent for Grant’s lending banks,
seeking unspecified damages resulting from an alleged scheme to conceal Grant’s deteriorating finan
cial condition from the investing public.
Management, after reviewing with counsel all actions and proceedings pending against or involv
ing J.P. Morgan & Co. and its subsidiaries, considers that the aggregate liability or loss, if any,
resulting from them will not be material.

INADEQUATE DISCLOSURE
ALASKA INTERSTATE COMPANY
Notes to Financial Statements
(11) Litigation
Neither the Company nor any of its subsidiaries is a party to, nor is any of the property of the
Company or any of its subsidiaries the subject of, any material pending legal proceedings other than
ordinary routine litigation incidental to their business except as follows:
Two separate actions are pending against the Company in the U.S. District Court for the South
ern District of Texas. Both actions allege certain violations of federal securities law in relation to the
release of information to the public in 1973 and 1974. Both actions were commenced as class actions,
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but on March 10, 1975 the court dismissed the class action aspects of the complaints and directed the
actions to proceed on an individual basis. The plaintiffs may seek to appeal from this determination.
The Company and its counsel are of the opinion that these actions should be resolved without a
material adverse effect on the financial condition of the Company.
• • • •

FIRST VIRGINIA BANKSHARES CORPORATION
Notes to Financial Statements
12. Leases, Commitments and Contingencies
• • • •

On December 12, 1974, the Securities and Exchange Commission commenced a private investiga
tion into possible violations of the disclosure provisions of the federal securities laws in connection
with public offerings in 1972 and 1973 of securities of First Virginia Mortgage and Real Estate
Investment Trust, a publicly owned real estate investment trust. The trust as well as two subsidiaries
of the Corporation, First Advisors, Inc., the advisor to the Trust, and Arlington Mortgage Company,
were named in the order of investigation. Management does not have sufficient information to give
any appraisal as to the eventual outcome of this investigation.
Auditor’s Opinion
To the Stockholders and Board of Directors
First Virginia Bankshares Corporation
Falls Church, Virginia
We have examined the consolidated balance sheet of First Virginia Bankshares Corporation and
subsidiaries as of December 31, 1975 and December 31, 1974 and the related consolidated statements
of income, stockholders’ equity, and changes in financial position for the years then ended. Our
examination was made in accordance with generally accepted auditing standards and, accordingly,
included such tests of the accounting records and such other auditing procedures as we considered
necessary in the circumstances.
As more fully discussed in Note 12, management cannot give any appraisal as to the eventual
outcome of an investigation by the Securities and Exchange Commission of two subsidiaries of the
Corporation.
In our opinion, subject to the effects, if any, of the eventual outcome of the matter discussed in
the preceding paragraph, the financial statements referred to above present fairly the consolidated
financial position of First Virginia Bankshares Corporation and subsidiaries at December 3 1 , 1975 and
December 31, 1974, and the consolidated results of their operations and changes in their financial
position for the years then ended, in conformity with generally accepted accounting principles applied
on a basis consistent with that of the preceding year.

MARINE MIDLAND BANKS, INC.
Notes to Financial Statements
Litigation
In January, 1976 a purported class action was filed in the U.S. District Court for the Southern
District of New York against the Corporation, certain of its present and former directors and its
independent accountants. Plaintiff alleges that the Corporation’s Annual Reports for 1973 and 1974
and other statements and reports failed to make proper disclosures with respect to the Corporation’s
consolidated financial condition and earnings resulting in violation of Section 10(b) of the Securities
Exchange Act of 1934 and Rule 10b-5 thereunder and constituting common law fraud. Plaintiff seeks
damages in an unspecified amount on behalf of the alleged class consisting of all persons who purch
ased the corporation’s common stock during the period of the alleged wrongful conduct. Management
denies the claims asserted.
• • • •

SOUTHEASTERN BANKING CORPORATION
Notes to Financial Statements
Note 13: Contingencies
There are certain contingent matters relating to the Palmer acquisition which is described in Note
2. These contingencies, more fully described below, relate to (i) potential losses on certain loans with
repurchase commitments by a company acquired in the Palmer acquisition; (ii) a suit brought by a
participating lender alleging the improper handling of certain loans by Palmer and violation of Federal
Securities Laws; (iii) an alleged class action suit brought against certain officers and directors of
Palmer and others for alleged improper actions during the period 1973 through December 18, 1975. In
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the event Southeast incurs liabilities as the result of such contingencies, Southeast intends to adjust
the purchase accounting for the Palmer acquisition at the time of such determination.
Potential losses referred to in (i) above relate to obligations outstanding to other lenders to
repurchase, under certain conditions, loans with balances aggregating $4,732,000 at December 31,
1975. Southeast estimates potential losses relating to such repurchase loan commitments may aggre
gate as much as $1,500,000; however, no provision has been made for such potential losses on the basis
that the acquired subsidiary will honor such obligations only to the extent that it has net assets
available; at December 31, 1975, it had no net assets.
A participating lender referred to in (ii) above with an interest in three loans originated by
Palmer has brought suit to recover funds advanced aggregating $3,967,000 at December 31, 1975.
Southeast estimates the potential loss resulting from the ultimate disposition of the properties relat
ing to such advances may aggregate as much as $2,500,000. There are no repurchase obligations under
the loan agreements and the action is being contested. No provision for such loss has been made by
Southeast.
Certain officers and directors of Palmer and others are defendants in an action, (iii) above in
which the plaintiffs purport to state a class action and allege violations of Section 10(b) of the Se
curities Exchange Act of 1934 and Rule 10 b-5 thereunder. The action alleges that the Palmer
corporations, from 1973 to December 18, 1975, issued annual reports, proxy statements and other
documents which contained untrue and misleading statements and omissions of information concern
ing Palmer and its subsidiaries which were directly or indirectly relied upon by persons who purch
ased or sold stock of Palmer during such period of time. The complaint also asserts a derivative claim
against the individual defendants for damages sustained, with any recovery to be segregated for the
benefit of shareholders of Palmer at the time of the acquisition of Palmer by Southeast. Certain
Palmer Corporations are nominal defendants for procedural purposes only with respect to this claim.
Under certain circumstances, Southeast Acquisition Company as a successor to Palmer may have to
indemnify Palmer’s officers and directors.
Note 14: Litigation
In addition to those contingencies referred to in Note 13, Southeast and its subsidiaries are
involved in a number of other legal actions which in the opinion of management, based on a review of
such other litigation with legal counsel, the likelihood is remote that the ultimate outcome of such
actions will have a material effect upon its consolidated financial position or results of operations.

INCOME TAX ASSESSMENTS
AMCORD, INC.
Notes to Financial Statements
Income Taxes
• • • •

The Internal Revenue Service has proposed adjustments to the company’s federal tax returns for
the years 1967 through 1971 which would substantially reduce the company’s net operating loss
carryforwards fully utilized in the 1974 tax return. The company does not agree with the proposed
adjustments and will pursue the issues in the Tax Court if necessary. The federal tax returns for the
years 1972 through 1974 are currently being examined. The company’s management believes that
adequate provisions for taxes have been made for all known or potential additional assessments with
respect to the years 1967 through 1974.
AMP INCORPORATED AND PAMCOR, INC.
Notes to Financial Statements
(10) Income Taxes:
• • • •

United States income tax returns of AMP for the years 1963 through 1971 have been audited by
the Internal Revenue Service and deficiencies assessed. The Company is contesting several items of
these deficiencies, one of which could result in similar deficiencies of more substantial amounts being
assessed for subsequent years. Accordingly, the Company has filed a petition with a U.S. District
Court for refund of assessments paid for the years 1963 through 1965, and has filed a protest with the
Internal Revenue Service for the years 1966 through 1971. In the opinion of the Company and outside
tax counsel, the position taken by the Internal Revenue Service has little merit and the final determi
nation of this issue for the years 1963 through 1975 will not have a materially adverse effect on its
financial position or results of operations.
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WEYENBERG SHOE MANUFACTURING COMPANY
Notes to Financial Statements
9. Provision for Income Taxes
••••

During 1975 the Internal Revenue Service issued a notice of deficiency of $823,000, plus interest,
relating primarily to the 1967 allocation of the purchase price to the acquired assets of a subsidiary and
the subsequent valuations of its LIFO inventories. The Company has petitioned the United States
Tax Court; however, no trial date has been set. In the event any portion of the deficiency is sustained,
the adjustments would represent timing differences which should result in tax deductions in future
years; consequently, there would be no material adverse effect on the consolidated financial state
ments.

LOAN PRACTICES
BAYSTATE CORPORATION
Notes to Financial Statements
Note 11—Litigation
A number of legal claims against several of Baystate’s banks, arising in the normal course of
business, were outstanding at December 31, 1975. The principal claim, in the amount of $2,500,000,
alleged damages on the part of a bank in connection with the liquidation of a loan. The court has
initially found in favor of the bank and a final decree in this action is being sought. The Corporation has
been advised by counsel for the bank that while the outcome of any litigation is uncertain, in their
opinion, the bank should not incur any material liability.
FIRST WISCONSIN CORPORATION
Notes to Financial Statements
Note 18—Contingent Liabilities
• • • •

(c) In actions by a borrower and related parties, damages in excess of $80,000,000 are claimed.
Defendants include the corporation and certain subsidiaries. Claimants allege usury, breach of prom
ises to provide financing, wrongful inducement and other wrongful acts. Legal counsel have indicated
that, although discovery is not complete, defendants have meritorious defenses to the claims asserted.
(d) A borrower from a subsidiary of the corporation has alleged that the subsidiary wrongfully
withheld approval of a group seeking to acquire his properties and has requested damages in excess of
$30,000,000. In another similar action, the borrower alleges damages of $70,000,000. Legal counsel
have stated that defendants have meritorious defenses to such claims and, further, that based upon
current appraisals of the properties, the plaintiffs possessed no equity therein and, consequently, will
be unable to prove any damages.
(e) In another action, a plaintiff seeks to involve the corporation and a subsidiary in a complaint
against First Wisconsin Mortgage Trust which alleges that a construction loan agreement was
breached and alleges damages of $7,000,000. Legal counsel have advised that, on the basis of informa
tion presently available, neither the corporation nor the subsidiary will have any liability in connection
with such matters and that on the basis of current appraisals and estimates of cost to complete, the
plaintiff will be unable to prove any damages.
(f) There are also additional actions, threatened and filed, which seek damages in amounts which
are either not specified or subject to substantial mitigation through negotiations. These involve
allegations of wrongful failure to honor loan commitments, failure to service loans adequately result
ing in losses to participants, charging usurious interest and other wrongful acts. Legal counsel have
investigated most of these claims and concluded that they are without substantial merit. However, as
to others, many of which were recently filed or asserted, counsel have been unable to complete
discovery and investigations related to these actions, and consequently have not been able to estimate
the maximum potential liability, if any, that could result from unfavorable determination in all of these
cases.
Auditor’s Opinion
The Board of Directors
First Wisconsin Corporation:
We have examined the consolidated balance sheets of First Wisconsin Corporation and subsidiary
banks and companies as of December 31, 1975 and 1974 and the related consolidated statements of
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income, stockholders’ equity and changes in financial position for the years then ended. Our examina
tion was made in accordance with generally accepted auditing standards, and accordingly included
such tests of the accounting records and such other auditing procedures as we considered necessary in
the circumstances.
The Corporation and certain subsidiaries are currently subject to claims and litigation described
in Notes 17 and 18. As indicated in such notes, the final outcome of these actions is not presently
determinable and no provision has been made in the consolidated financial statements for the effect, if
any, of such claims and litigation.
In our opinion, subject to the effect, if any, on the consolidated financial statements of the
ultimate resolution of the matters described in the preceding paragraph, the aforementioned consoli
dated financial statements present fairly the financial position of First Wisconsin Corporation and
subsidiary banks and companies at December 3 1 , 1975 and 1974 and the results of their operations and
the changes in their financial position for the years then ended, in conformity with generally accepted
accounting principles applied on a consistent basis.

OBJECTIONS TO PROPOSED PLANT LOCATION

NORTHERN INDIANA PUBLIC SERVICE COMPANY
Notes to Financial Statements
Nuclear Generating Unit
On April 1, 1975, The United States Court of Appeals for the Seventh Circuit reversed the
granting of a construction permit to the Company by the AEC (now Nuclear Regulatory Commission)
for a nuclear generating unit at the Company’s Bailly Generating Station site in Porter County,
Indiana, on the south shore of Lake Michigan. The company’s petition for rehearing of the decision of
April 1, 1975 was denied by the Court of Appeals on May 2 8 , 1975, and the Company filed a petition for
a Writ of Certiorari to the United States Supreme Court on July 1, 1975. On November 11, 1975, the
United States Supreme Court reversed the April 1, 1975 decision of the United States Court of
Appeals for the Seventh Circuit and remanded the case to the Court of Appeals for decision of the
issues not decided by the Court of Appeals. Briefs by all parties have been filed and a decision by the
Court of Appeals is pending.
Approximately $71,724,000 has been expended by the Company on this project as of December
31, 1975 and it will continue to incur substantial additional costs prior to a final legal decision on the
pending litigation. In the event the Company is not successful in its defense of this litigation, it is
uncertain, at this time, just what part of the Company’s total expenditures would be recoverable and
what the extent and timing of the resulting adverse economic impact on the Company would be. The
Company is continuing to capitalize allowance for funds used during construction on this unit.

Auditor’s Opinion
To the Board of Directors of
Northern Indiana Public Service Company:
We have examined the balance sheet and statements of capitalization and long-term debt of
Northern Indiana Public Service Company (an Indiana corporation) as of December 3 1 , 1975 and 1974,
and the related statements of income, retained earnings and sources of funds used for capital expendi
tures for the years then ended. Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances.
As discussed in the notes to financial statements, construction of the Company’s nuclear generat
ing unit at the Bailly Generating Station site was halted by the April 1, 1975 order of The United
States Court of Appeals for the Seventh Circuit. On November 11, 1975, the United States Supreme
Court reversed the April 1, 1975 decision of the Court of Appeals and remanded the case to the Court
of Appeals for decision of the issues not decided by the Court of Appeals. A decision by the Court of
Appeals is pending. At this time, it is uncertain what part of the Company’s expenditures of
$71,724,000 at December 31, 1975 would be recoverable in the event that the Company is not success
ful in its defense of this litigation.
In our opinion, subject to the effect, if any, on the financial statements of the ultimate resolution
of the matter discussed in the preceding paragraph, the accompanying financial statements present
fairly the financial position of Northern Indiana Public Service Company as of December 3 1 , 1975 and
1974, and the results of its operations and sources of funds used for capital expenditures for the years
then ended, in conformity with generally accepted accounting principles consistently applied during
the periods.
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PUBLIC SERVICE ELECTRIC AND GAS COMPANY
Notes to Financial Statements
8. Commitments and Contingent Liabilities
As part of the Company’s construction program, substantial construction commitments have been
made. Cash expenditures for the years 1976 through 1980 are estimated to be $2.9 billion in connection
with this program. Reference is made to Nuclear Generating Facilities on page 8 for additional
information.
Nuclear Generating Facilities (from page 8)
To meet the expected long term growth in demand for service, the Company is undertaking
construction of the following major nuclear generating units:

Unit
Salem 1
Salem 2
Hope Creek 1
Hope Creek 2
Atlantic 1
Atlantic 2

Company
Total
Portion
Capacity
(Megawatts)
1,090
464
1,115
475
1,067
960
1,067
960
1,150
920
920
1,150

Scheduled
Commercial
Operation
1976
1979
1982
1984
1985
1987

Company’s
Expenditures
through Dec.
31, 1975
(Millions)

\
J

$348

J

113

J

107

The Company’s portion of the final cost of the above units is currently estimated to be $3.8 billion,
including $1.7 billion for Atlantic 1 and 2.
The Company also has a contract with Offshore Power Systems (OPS) for two additional bargemounted units identical to Atlantic 1 and 2 which are scheduled for commercial operation in 1990 and
1992. An estimate of the total cost of these units is not yet available. However, it can be anticipated
that such costs will at least equal the current estimate for the Atlantic units. The size and sophistica
tion of today’s electric utility plants and the complexity and delays encountered in obtaining licenses
and other regulatory approvals have compelled the Company, as well as other electric utilities, to
make substantial expenditures and commitments for facilities prior to the completion of licensing and
regulatory proceedings. Although no positive assurances can be given that such permits and licenses
will be forthcoming, the licensing activities are moving forward and the Company anticipates that the
necessary licenses and authorizations will be received. The Company will continue to comply with all
requirements necessary to receive such licenses.
Salem 1 and 2 are being constructed under construction permits issued by the Nuclear Regulatory
Commission in 1968. Salem 1 is nearing completion and receipt of an operating license is expected
shortly which will allow it to be placed in service in late 1976. Regulatory decisions with respect to an
operating license for Salem 2 are not expected until a date closer to its scheduled completion date.
PSE&G and Philadelphia Electric Company each own 42.59% of the output from both of these
units and the remaining 14.82% is divided equally between Atlantic City Electric Company and
Delmarva Power & Light Company.
A construction permit for the Hope Creek Generating Station was issued in November 1974 by
the Atomic Energy Commission. However, the New Jersey Coastal Area Facility Permit, which is
required to start construction, was not received. Early in 1975, due to the continued delay by the
State of New Jersey in issuing the permit, commercial operation of Hope Creek 1 and 2 was re
scheduled to December 1982 and May 1984, respectively.
In September 1975 the New Jersey Department of Environmental Protection announced its
intent to grant the permit, provided there were no appeals by intervenor groups. Appeals were filed
but the permit was subsequently issued. With the delay due to these appeals, the start of construction
has been delayed into 1976. This delay is making the 1982 and 1984 service dates increasingly ques
tionable.
Applications for manufacturing licenses and site construction permits for Atlantic 1 and 2 were
made in 1973 and hearings are in progress. Petitions to intervene by various environmental groups,
government agencies and others have been granted in both proceedings. If regulatory approval is
given the Atlantic station will be the world’s first offshore floating nuclear power plant and will be
located approximately 2.8 miles off the Atlantic coast about 12 miles northeast of Atlantic City.
PSE&G’s entitlement in this plant will be 80% with Atlantic City Electric Company and Jersey
Central Power & Light Company dividing the remaining 20% equally.
The concerns expressed by the groups intervening in the hearings for this unique plant are
understandable; however, the Company firmly believes, having considered all the facts, that this
installation is the best alternative for meeting future generating needs to serve our customers and will
therefore ultimately receive regulatory approval.
• • • •
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PATENT IN FRIN G EM EN T

ARMSTRONG CORK COMPANY
Notes to Financial Statements
Litigation
In February 1975, the Court of Appeals for the Third Circuit affirmed the earlier decision of the
United States District Court holding that the Company had infringed chemical embossing patents held
by Congoleum Industries, Inc. The decision applies only to the Company’s United States manufacture
of a certain type of rotovinyl flooring during the period 1967 through 1972. In May 1975, the Supreme
Court of the United States declined to review this decision, and the United States District Court then
issued an order enjoining the Company from the further manufacture or sale of the products held to
have infringed the patents.
In 1973, the disputed chemical embossing process used by the Company was modified in a sincere
attempt to avoid infringement. In June 1975, the United States District Court held that the modified
chemical process, although in some ways different from the first process, also infringed the Con
goleum patents and enjoined the Company from the further manufacture or sale of products made by
the modified process.
By January 1, 1975, the Company had replaced the chemical embossing technique with a mechan
ical embossing process involving no question of patent infringement. Accordingly, the injunctions
issued do not prevent the continued production of rotovinyl flooring by the Company.
In November 1975, Congoleum stated its contentions with respect to the amount of damages it is
claiming from the Company in the proceeding before the United States District Court to establish the
amount of damages. Congoleum has advanced alternative theories of recovery. Under one alternative,
Congoleum claims damages of $84,931,000, and interest in the amount of $23,524,000, because of sales
and royalties Congoleum claims to have lost because of the infringement by Armstrong that has been
found by the courts. Congoleum claims, in addition, an unspecified amount of damage allegedly
sustained because of the infringement’s “upsetting” of the market. Alternatively, Congoleum claims
the right to recover a reasonable royalty in the amount of $52,425,500 and interest of $13,528,000. On
either theory, Congoleum makes the further claim that it is entitled to trebled damages for the
infringement found by the court in the years beginning in 1973 and attorneys’ fees (stated by Con
goleum to be $1,800,000 up to January 1975), costs and additional unspecified amounts representing
“profits improperly made” by Armstrong, “profits improperly denied to Congoleum” and “such inci
dental items of damage as can be reasonably attributed to the fact that Congoleum was illegally
prevented by Armstrong from exploiting the patent monopoly.” The Company is vigorously contest
ing the amount of damages being asked by Congoleum and will be prepared to demonstrate that
Congoleum’s claims are inconsistent with damage assessments established by court precedents.
Infringement suits related to comparable chemical embossing patents also are pending in the
United Kingdom and Canada, where significantly smaller sales volumes are involved than in the
United States. The United Kingdom trial is scheduled to begin March 15, 1976. No date has been set
for the Canadian trial.
It is management’s opinion that, when all litigations are terminated, the damage assessment will
have no material adverse effect on the business or financial position of the Company.

Auditor's Opinion
The Board of Directors and Stockholders,
Armstrong Cork Company:
We have examined the consolidated balance sheets of Armstrong Cork Company and subsidiaries
as of December 31, 1975 and 1974 and the related consolidated statements of earnings and changes in
financial position for the years then ended. Our examination was made in accordance with generally
accepted auditing standards, and accordingly included such tests of the accounting records and such
other auditing procedures as we considered necessary in the circumstances.
The Company is involved in continuing litigation relating to patent infringement. The amount of
damages resulting from this litigation cannot be determined at this time. See Litigation on this page
for further details.
In our opinion, subject to the effect on the accompanying financial statements of the resolution of
the matter referred to in the preceding paragraph, the aforementioned consolidated financial state
ments present fairly the financial position of Armstrong Cork Company and subsidiaries at December
31, 1975 and 1974 and the results of their operations and the changes in their financial position for the
years then ended, in conformity with generally accepted accounting principles applied on a consistent
basis.
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BAUSCH & LOMB INCORPORATED
Notes to Financial Statements
Litigation
Late in 1975, during the course of pre-trial discovery proceedings in the patent infringement suit
brought in Denver in 1974 by National Patent Development Corporation, the Czechoslovak Academy
and Bausch & Lomb against Automated Optics, Inc., the company was advised by its attorneys that
they had learned of important facts reflecting on the enforceability of the patents. Those facts had
been in the possession of National Patent but never disclosed to Bausch & Lomb. Based on that
information, Bausch & Lomb concluded that it could no longer continue as a plaintiff against Auto
mated Optics in that case. Accordingly, the company has filed a cross claim against National Patent
and the Czechoslovak Academy challenging the patents.
After Bausch & Lomb advised National Patent in January of 1976 that it could no longer continue
as a plaintiff against Automated Optics in the Denver case, National Patent commenced an action
against the company claiming antitrust law violations and treble damages of $294,000,000, and also
claiming patent infringement and continuing treble damages of $525,000 per week. The company
believes these claims have no merit.
During 1975, National Patent served a second amended complaint in an action commenced by it
against the company in 1972. The complaint alleges that, in determining the amount payable to
National Patent under the company’s license for hydrophilic soft contact lenses in the Western Hemis
phere, the company has understated sales by excluding therefrom items which are not properly
excludable and has overstated expenses by including therein items not properly includable. It de
mands judgment against the company for an amount in excess of $23,000,000 as well as a judgment
terminating the license. The company believes that it has paid National Patent all amounts due under
the license. In January 1976, the company amended its answer in that case by adding the defense that
the patents are unenforceable.

Auditor's Opinion
To the Shareholders and Board of Directors of
Bausch & Lomb Incorporated
We have examined the consolidated financial statements appearing on pages 17 through 28 of this
1975 annual report of Bausch & Lomb Incorporated. Our examinations were made in accordance with
generally accepted auditing standards and accordingly included such tests of the accounting records
and such other auditing procedures as we considered necessary in the circumstances.
As described in the note on litigation in the accompanying consolidated financial statements, the
company is involved in three actions relating to a sublicense agreement. These actions have not yet
come to trial and their outcome cannot now be determined with certainty.
As described in the accounting change note in the accompanying consolidated financial state
ments, in 1975 the company changed its method of translating the foreign currency financial state
ments of consolidated subsidiaries into U.S. dollar equivalents.
In our opinion, subject to the effect, if any, of the litigation referred to above, the accompanying
consolidated financial statements present fairly the financial position of Bausch & Lomb Incorporated
and its consolidated subsidiaries at December 28, 1975 and December 29, 1974 and the results of their
operations and changes in financial position for the fifty-two weeks then ended in conformity with
generally accepted accounting principles applied on a consistent basis after restatement for the
change, with which we concur, referred to in the preceding paragraph.

PRODUCT D E FIC IE N C IE S
ALLIED THERMAL CORPORATION
Notes to Financial Statements
Note 8—Contingencies
••••

The Company is a defendant in a lawsuit for damages under a product liability claim the amount of
which is not presently known. Although it is not possible to determine the final outcome of this matter,
management is of the opinion that the Company is adequately covered under its product liability
insurance, and further, that the claim is without merit and will not have a material adverse effect on
the Company’s financial position.
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COMPO INDUSTRIES, INC.
Notes to Financial Statements
Note H—Contingencies:
During 1974 a suit was brought against the Company claiming damages in the amount of $500,000
for alleged negligent manufacture of unit soles, breach of contract, and consequential damages. The
Company and its counsel believe that facts exist which, if accepted by the trier of fact, would either
warrant a finding in its favor or substantially reduce the damages, if any, awarded plaintiff. The
Company intends to contest this claim vigorously.
DIEBOLD INCORPORATED
Notes to Financial Statements
Note 8: Commitments and Contingencies
• • • •

At December 31, 1975, the company is a party to several lawsuits that were incurred in the
normal course of business, none of which individually or in the aggregate are material in nature.
In litigation arising out of a burglary of a branch office of a bank, the company was named as one
of more than 100 defendants in several actions. During 1975 the company was dismissed as defendant
in most of the cases and in the opinion of counsel, the company should prevail in the remaining cases.
ELI LILLY AND COMPANY
Notes to Financial Statements
Note J —Litigation
The company is a party to various pending claims and legal actions, including a number of product
liability suits against the company and certain other drug companies which seek to establish a right to
recover substantial damages for injuries suffered by young women whose mothers took diethylstilbes
trol (a prescription drug) during pregnancy. Although the outcome of such matters cannot be forecast
with certainty, in the opinion of the company, the ultimate disposition of such claims and actions will
not have a material adverse effect on the consolidated financial statements of the company.
JOHNSON & JOHNSON
Notes to Financial Statements
Note 11 Pending Legal Proceedings
The Company is involved in a number of legal proceedings. Management believes that the liabil
ity, if any, resulting from such proceedings, in the aggregate will not have a material adverse effect on
the consolidated operations or financial position. For further details see page 28.
Pending Legal Proceedings (from Page 28)
• • • •

In addition, the Company is involved in numerous product liability cases in the United States, a
large majority of which concern contraceptive products. The Company cannot predict what liability
may be imposed on it in connection with such suits. It believes the liability, if any, resulting from such
suits is substantially covered by insurance and that any uninsured liability resulting from such cases
will not have a materially adverse effect on its operations or financial position.
• • • •

THE LODGE & SHIPLEY COMPANY
Notes to Financial Statements
2. Litigation
The Company is defendant in a lawsuit seeking damages of $900,000 for alleged breach of war
ranty arising out of the sale of a product for approximately $52,000. Although the outcome of the
lawsuit cannot presently be determined, the Company has filed a third party complaint for indemnifi
cation, an answer denying liability, and plans to defend the claim vigorously.
Auditor’s Opinion
The Board of Directors and Stockholders,
The Lodge & Shipley Company
We have examined the accompanying consolidated balance sheet of The Lodge & Shipley Com
pany at December 31, 1975 and the related consolidated statements of operations and retained earn
ings and changes in financial position for the year then ended. Our examination was made in accord
ance with generally accepted auditing standards, and accordingly included such tests of the account
ing records and such other auditing procedures as we considered necessary in the circumstances. We
have previously made a similar examination of the financial statements for the prior year.
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As discussed in Note 2 to the consolidated financial statements, the Company is defendant in a
lawsuit, the ultimate outcome of which cannot presently be determined.
In our opinion, the statements mentioned above present fairly the consolidated results of opera
tions and changes in financial position of The Lodge & Shipley Company for the year ended December
31, 1975 and, subject to the effects, if any, on the financial statements of the ultimate resolution of the
matter referred to in the preceding paragraph, the consolidated financial position at December 31,
1975 and 1974, and the consolidated results of operations and changes in financial position for the year
ended December 31, 1974, in conformity with generally accepted accounting principles applied on a
consistent basis during the period.
RAYBESTOS—MANHATTAN, INC.
Notes to Financial Statements
0
Note K—Litigation
• • • •

In January, 1976, the Company was named as a defendant in an action which had been com
menced in September, 1974 by approximately 200 individuals. The action was brought against South
ern Pacific Transportation Company and other unnamed defendants in the Superior Court of the State
of California, County of Sacramento, and seeks damages alleged to have resulted from the explosion of
a number of railroad freight cars in a railroad yard near Roseville, California, in April, 1973. The
amounts claimed from the defendants as a group are general damages of $4,106,000, special damages
for loss of income of $361,988, special damages for medical expenses in an unspecified amount, and
punitive damages of $20,920,000. Although the Company manufactures railroad brake shoes, the
complaint does not allege that any product manufactured or sold by the Company was a contributing
cause of the accident. Based on the limited details presently known to it, management does not know
of any facts which would be a basis for liability against the Company and, in any event, in the opinion
of management, after consultation with counsel, claims for punitive damages would not be awarded.
At the time of the accident, the Company had general comprehensive liability and umbrella insurance
coverage aggregating $6,000,000. Also in connection with said accident, an action was brought in
December, 1975 in the U.S. District Court for the Eastern District of California against eight defen
dants including the Company by six insurance companies. The suit is based on subrogation rights
acquired by the insurers upon payment of their insureds’ claims for property damage and economic
loss allegedly resulting from said accident. The aggregate amount claimed from the defendants as a
group is $111,316. Other legal proceedings have been filed against various defendants in connection
with said accident, and it is probable that the Company will be named as a party in such proceedings in
the future.

TRADEMARK IN FRIN G EM EN T
THE GOODYEAR TIRE & RUBBER COMPANY
Notes to Financial Statements
Contingent Liability and Related Subsequent Event
In November of 1974, Big-O Tire Dealers, Inc. instituted a lawsuit alleging the infringement of a
trademark by Goodyear’s use of the term “Bigfoot” ip connection with a line of tires, and seeking
injunctive relief and actual and punitive damages. In September 1975, a jury awarded damages to
Big-O in the amount of $19.6 million and on February 13, 1976 the trial judge affirmed the jury verdict
and granted injunctive relief.
Goodyear denies liability and will vigorously appeal the decision of the trial court. Accordingly, no
provision for the contingent liability associated with this litigation has been made in the financial
results for 1975.

U TILITY RATES
ALLEGHENY POWER SYSTEM, INC.
Notes to Financial Statements
Litigation
• • • •

On September 24, 1975, two class action complaints were filed in the Federal District Court for
the Northern District of West Virginia against Monongahela and Potomac Edison alleging that rate
increases by these companies resulting from fuel cost adjustment clauses were illegal. Each complaint
demands compensatory damages of $125 million and punitive damages of $250 million. The fuel
adjustment clauses of Monongahela and Potomac Edison had been approved by the West Virginia
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Public Service Commission after public notice and hearing, and in the opinion of counsel the claims are
without merit.
Following a severe snow storm in December 1974 in western Pennsylvania, the Pennsylvania
Public Utility Commission instituted an investigation of four Pennsylvania electric utilities, including
West Penn. In November 1975, West Penn received a tentative order from the Commission ordering
that various actions be taken. It provides for billing adjustments for residential and outdoor lighting
customers who were interrupted for 24 hours or more, the amount of which cannot be estimated
without clarification of the order but which West Penn believes will not have a material adverse effect.
West Penn has filed exceptions to the order and, if it becomes final, intends to appeal it to the courts.
CONSUMERS POWER COMPANY
Notes to Financial Statements
10 Rate Matters
••••

On June 2, 1975, the MPSC approved an interim gas rate increase of $29,194,000 on an annual
basis. An industrial intervenor appealed the interim order to the Circuit Court and requested it to
re-establish the rates in effect prior to June 2, 1975, and to direct refund of any increases in gas rates
collected by the Company from the intervenor after June 2, 1975. No action has been taken by the
Circuit Court with respect to such request. The Administrative Law Judge in the rate proceeding has
issued a Proposal for Decision recommending a final rate increase of $43,566,000, including the previ
ously authorized interim increase, with a portion of the final rate increase subject to refund pending
resolution of all disputes between the Company and the engineer-constructor of the Marysville Gas
Reforming Plant. The Proposal for Decision also recommends that there be excluded from the
Company’s gas rate base a portion of the total expenditures and obligations incurred by the Company
in respect to the Marysville Gas Reforming Plant. The MPSC’s decision on final relief is expected later
in 1976.
On August 21, 1975, the Attorney General filed a complaint and motion in the Circuit Court in
connection with the fuel adjustment clause which included request for refund to customers of at least
$12,789,000. The suit is pending.
Litigation with respect to electric and gas rate increases which became effective in 1969 resulted
in court orders requiring the Company to refund $24,543,000, together with interest thereon, to its
electric and gas customers relating to the reduction and elimination of the Federal income tax sur
charge. The Company’s request for leave to appeal the court orders was denied by the Michigan
Supreme Court on February 11, 1976. The Company has requested that the Court reconsider its
action. The Company has established a reserve, net of estimated income taxes, to cover the refund
obligation, exclusive of interest charges which would accrue for the period from early 1970 to date of
payment and which, if applicable, are presently estimated to be approximately $7,200,000 as of
December 31, 1975, based on the statutory interest rate of 6%. The pending litigation in the Circuit
Court also includes, among other things, a claim for refunds to customers amounting to approximately
$7,763,000, plus interest charges, for which no reserve has been provided. This claim is based on the
circumstances that the electric rates were placed in effect by the Circuit Court’s order in October 1969
but the MPSC did not issue an order approving such rates until April 1970.
15 Contingent Liabilities
The Company is involved in certain legal and administrative proceedings concerning gas liquids
allocation, gas curtailments, environmental issues and other matters before various governmental
agencies, the outcome of which might require an increase in the Company’s construction expenditures
and/or operating expenses. The Company is also involved in litigation wherein the City of Livonia is
seeking damages and other relief relating to curtailment of gas service resulting from a gas allocation
program authorized by the MPSC. In the opinion of the Company’s General Counsel the Company’s
defenses are valid and the contentions of the City of Livonia are without merit.
NATIONAL DISTILLERS AND CHEMICAL CORPORATION
Notes to Financial Statements
Note 13
Contingencies
••••

During the period May 15, 1973 through December 31, 1974, the Company’s natural gas liquids
were sold at prices believed to be consistent with regulations, if applicable, of the Federal Energy
Administration. However, the bringing by the FEA of claims under such regulations against another
producer (in pending contested proceedings) that overcharges were made during such period and the
seeking of refunds to customers and possibly statutory penalties raises the possibility that similar
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claims might be made against the Company. In the opinion of special counsel, based on facts applicable
to the Company, it is unlikely that such action would be successful; however, if it were, the Company
estimates that the maximum amount of its liability would be approximately $3,000,000 for 1973 and
$17,000,000 for 1974. In such event, reported sales and pre-tax profits for those years would require
appropriate reductions and net income would be reduced by approximately 50% of any such reduc
tions.
PACIFIC LIGHTING CORPORATION
Notes to Financial Statements
4. Commitments and Contingent Liabilities
••••

The California Supreme Court has been petitioned by a third party to review the validity of a
December, 1974 PUC decision authorizing one of the utility companies to increase rates by approxi
mately $19,000,000 annually, effective January 1, 1975, to offset certain costs. The PUC ordered that
revenues collected after March 18, 1975 as a result of this rate increase would be subject to refund if
the appeal was successful.
SOUTHERN CALIFORNIA EDISON COMPANY
Notes to Financial Statements
Note 3—Commitments and Contingencies
• • • •

On September 5, 1975, a class action complaint was filed in Los Angeles County Superior Court
alleging misrepresentation and fraud by the Company in overstating the cost of fuel to the PUC in rate
proceedings before it with the result that the PUC approved electric rates in excess of those which
would have been approved in the absence of such alleged fraud. As of February 6, 1976, the complaint
has not been served on the Company. It alleges damages to the Company’s customers, on whose
behalf the action was filed, in a total amount in excess of $140,000,000, plus exemplary damages of no
less than $100,000,000. Because the Company believes that such charges are unfounded, it intends,
among other things, categorically to deny the allegations of fraud and misrepresentation and vigor
ously to defend the action.
SOUTHERN INDIANA GAS AND ELECTRIC COMPANY
Notes to Financial Statements
2. Electric Rate Increases—
In January, 1972, the Public Service Commission of Indiana approved new electric rates (effective
for service rendered subsequent to January 28, 1972) designed to increase electric revenues approxi
mately $4,500,000 on an annual basis. The electric rate increase was appealed by intervenors to the
Court of Appeals of Indiana (Appeals Court). On December 30, 1975, the Appeals Court affirmed the
Commission’s order in part and remanded four matters back to the Commission for further proceed
ings, to clarify the Commission’s order. The remanded matters pertained to the test year and adjust
ment method determinations used by the Commission; the determination by the Commission of the
reasonable necessity of all plant in service; the treatment of the interest-free benefits of deferred
income tax reserves; and the procedures the Commission has followed in approving the Company’s
fuel cost adjustment revisions. There has been no disallowance of the Company’s 1972 rate increase
and the remanded matters do not require any further public hearings. In the opinion of management
and the Company’s legal counsel, the outcome of the Appeals Court decision concerning the
Commission’s 1972 rate order will not materially affect the Company’s financial position or the results
of its operations.
In September, 1975, the Indiana Commission approved an electric rate increase (effective for
service rendered subsequent to September 5, 1975) which allowed additional electric revenues of
approximately $9,000,000 on an annual basis, with a lesser effect on net income, using a test year
ended December 31, 1974.
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VII
DISCLOSURE OF GUARANTEES
Loss contingencies are not required to be disclosed under FASB Statement No. 5 if the
possibility is remote that an asset has been impaired or a liability has been incurred at the date of
the financial statements. The Statement makes an exception of guarantees made by the reporting
enterprise, which are presently being disclosed in practice. The Statement requires the nature
and the amount of guarantees to be disclosed, and suggests disclosure of the value of any recovery
that could be expected to result, such as from the guarantor’s right to proceed against an outside
party.
Twenty-eight excerpts from financial statements are presented that illustrate the disclosure
of guarantees. The examples are classified by type of guarantee.
IN D EB TED N ESS OF ASSOCIATED OR A FFIL IA T E D COMPANIES
BETHLEHEM STEEL CORPORATION
Notes to Financial Statements
G. Commitments and Contingent Liabilities
Based on its proportionate stock interest in certain associated raw material enterprises, Beth
lehem is entitled to receive its share of the raw materials produced by such enterprises and is
committed to pay its share of their costs, including amortization of their long-term indebtedness.
Bethlehem’s share of such amortization averages approximately $6.4 million annually through 1983. In
addition, Bethlehem has guaranteed indebtedness of various enterprises, including that of certain
associated enterprises, aggregating $58.7 million at December 31, 1975.
• • • •

MARTIN MARIETTA CORPORATION
Notes to Financial Statements
Contingent Liabilities
• • • •

Martin Marietta Aluminum at December 31, 1975, was liable as guarantor, with respect to
indebtedness of Halco (Mining) Inc., in the aggregate amount of $57,300,000 (subject to certain
limitations of exposure from guarantees of an agency of the U.S. Government covering currency
inconvertibility, expropriation, and war risk).
At December 31, 1975, the Corporation was guarantor of $4,500,000 of indebtedness of foreign
affiliates and others.
OWENS-ILLINOIS, INC.
Notes to Financial Statements
Commitments and Contingencies
• • • •
Owens-Illinois was contingently liable at December 31, 1975, under guarantees of loans and other
obligations of associates in the principal amount of $31.1 million.
• • • •
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SOUTHEASTERN BANKING CORPORATION
Notes to Financial Statements
Note 12: Commitments
• • • •

Southeast and another thirty-five percent shareholder have jointly and severally guaranteed
$5,000,000 of notes due 1979-1982 issued by a foreign merchant banking affiliate corporation.

IN D EBTED N ESS OF SUBSID IA RIES

CATERPILLAR TRACTOR CO.
Notes to Financial Statements
3. Investments in Unconsolidated Companies
Affiliated Companies
• • • •

At December 31, 1975, $9.8 million of bank loans to and notes issued by Caterpillar Mitsubishi
Ltd. were guaranteed by the company.
• • • •

GENERAL ELECTRIC CORPORATION
Notes to Financial Statements
17. Long-term borrowings (In millions)•

Outstanding December 31
General Electric Company:
3-1/2% Debentures
6-1/4% Debentures
5-3/4% Notes
5.30% Debentures
7-1/2% Debentures
8-1/2% Debentures

Due
date

Sinking
fund/pre
payment period

84.3
125.0
100.0
150.0
200.0
300.0

1976
1979
1991
1992
1996
2004

1961-75
None
1972-90
1973-91
1977-95
1985-03

31.9
50.0

48.8
50.0

1985
1987

1976-84
None

7.3
45.7

8.4
55.3

1993

None

66.0
$1,038.2

73.4
$1,195.2

$

125.0
93.7
133.3
185.3
300.0

General Electric Overseas Capital
Corporation:
4-1/4% Bonds
4-1/4% Debentures
5-1/2% Sterling/Dollar Guaranteed
Loan Stock
Other
Other

1974

1975
$

• • • •

Borrowings of General Electric Overseas Capital Corporation (a wholly-owned consolidated af
filiate) are unconditionally guaranteed by General Electric as to payment of principal, premium if any,
and interest. This Corporation primarily assists in financing capital requirements of foreign companies
in which General Electric has an equity interest, as well as financing certain customer purchases. The
Corporation’s 4-1/4% Guaranteed Bonds due in 1985 were convertible through November 1975 into
General Electric common stock at $65.50 a share. Bonds having a face value of $11.2 million were
converted in 1975. Borrowings also include 4-1/4% Guaranteed Debentures due in 1987, which are
convertible until June 15, 1987 into General Electric common stock at $80.75 a share; and 5-1/2%
Sterling/Dollar Guaranteed Loan Stock due in 1993 in the amount of £3.6 million ($7.3 million),
convertible from October 1976 into General Electric common stock at $73.50 a share.
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J.P. MORGAN & CO. INCORPORATED
Notes to Financial Statements
7. Long-term debt
• • • •

In 1972 J.P. Morgan Overseas Capital Corporation, an indirect subsidiary of Morgan Guaranty,
sold $50,000,000 principal amount of 4-1/4% convertible debentures maturing in 1987. Payment of
principal and interest is unconditionally guaranteed by J.P. Morgan & Co. The debentures are conver
tible into J.P. Morgan & Co. common stock at $52.25 a share. They are redeemable in whole or in part
at 104% through June 14, 1976 and at prices declining annually thereafter to 100% after June 14, 1982,
provided, with respect to any redemption occurring prior to June 15, 1977, that the closing market
price of the common stock on the New York Stock Exchange shall not have been less than 150% of the
conversion price on any day during the period from the 45th through the 16th days preceding the date
of the notice of redemption. At December 3 1 , 1975, $10,133,000 principal amount of debentures (with a
net book value of $9,892,118) had been converted into 193,876 shares of common stock and 763,004
shares of common stock remained reserved for issuance upon conversion of the remaining debentures.
• • • •

LEHIGH PORTLAND CEMENT COMPANY
Notes to Financial Statements
8. Commitments and Contingencies
• • • •

Lehigh has guaranteed certain site development loans made in conjunction with the Iron Run real
estate development undertaken in 1972 as a joint venture between one of its wholly-owned sub
sidiaries and another company. The guaranty covers the venture’s available line of credit with a bank
for approximately $1,500,000. Loans outstanding under the line at December 31, 1975 totaled
$948,000. The joint venture has obtained construction loan commitments in the amount of $2,900,000.
These commitments are not guaranteed by Lehigh. Loans outstanding under the commitments at
December 31, 1975 totaled $1,398,000.
• • • •

PUBLIC SERVICE ELECTRIC AND GAS COMPANY
Notes to Financial Statements
8. Commitments and Contingent Liabilities
• • • •

As of December 31, 1975, vested benefits exceeded fund assets by approximately $70,000,000
under pension plans of the Company’s unconsolidated subsidiary, Transport of New Jersey, and its
subsidiary, Maplewood Equipment Company. Under an interpretation of the Employee Retirement
Income Security Act of 1974, the Company could be liable to the Pension Benefit Guaranty Corpora
tion, a corporation established within the United States Department of Labor, for deficiencies in plan
assets if the subsidiaries’ pension plans were terminated. With respect to a failure of Transport to
meet its legal obligations under its pension plan, the Company, under an agreement entered into in
May 1972, agreed to provide a limited guaranty of Transport’s obligations under its pension plan in the
event Transport failed to meet such obligations, limited to pension benefits accrued to the date of the
agreement in the total amount of not more than $76,000,000. The actuarially computed value of the
Company’s obligation under the guaranty was approximately $50,000,000 as of December 31, 1975.
Any payments made under the guaranty would have the effect of reducing the Company’s potential
liability to the Pension Benefit Guaranty Corporation.
WEYERHAEUSER COMPANY
Notes to Financial Statements
5. Debt
• • • •

During 1975 the Company and Weyerhaeuser Real Estate Company jointly negotiated commer
cial paper borrowings under master note arrangements with the trust departments of various banks.
Either company, or both, may be the borrower and notes are discounted at the discount rate of Ford
Motor Credit Company or General Motors Acceptance Corporation for their ordinary commercial
paper borrowings. If Weyerhaeuser Real Estate Company is the borrower, the Company is guarantor
of such borrowings and earns a fee measured by the difference between the interest rate provided in
these arrangements and the New York prime interest rate. Under agreement with the Company,
Weyerhaeuser Real Estate Company must maintain unused non-guaranteed credit arrangements
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equal to the amount of its usage under these master note arrangements. At December 28, 1975
Weyerhaeuser Real Estate Company had borrowed $140.2 million under these arrangements.
••••

IN D EBTED N ESS OF CUSTOMERS
OGDEN CORPORATION
Notes to Financial Statements
7. Commitments and Contingent Liabilities. The Corporation and certain of its subsidiaries are
contingently liable as a result of transactions arising in the ordinary course of business including the
guaranty of indebtedness of customers and others of approximately $18,000,000 and are involved in
anti-trust and other legal proceedings in which damages and other remedies are sought. In the opinion
of the Corporation, the eventual disposition of these matters will not have a material adverse effect on
the Corporation’s consolidated financial position.
• • • •

IN D EB TED N ESS OF PURCHASER OF COMPANY PROPERTY
COWLES COMMUNICATIONS, INC.
Notes to Financial Statements
Note G—Contingencies and Commitments
• • • •

The Company is contingently liable as guarantor with respect to a mortgage on real estate in
Long Island, New York, arising from the sale of Company property in 1971 having an unpaid balance
of principal and interest of $471,000 at December 31, 1975. The Company was informed during
January 1976 of the mortgagee’s intention to commence foreclosure proceedings as a result of non
payment of principal, interest and property taxes by the mortgagor. The Company believes that any
ultimate loss, after sale of the property and other remedies, will not have any material effect on the
Company’s financial position.

IN D EBTED N ESS OF LESSORS
CHESSIE SYSTEM, INC.
Notes to Financial Statements
(11) Leases
• • • •

The present values of the minimum lease commitments, in the aggregate and by major categories
of amounts, of financing leases at December 31, 1975 and 1974 were as follows:
Interest Rates Used in
Computation

Locomotives
Freight cars
Other equipment
Piers

Weighted
1975
8-1/2%
7-9/10%
8-1/10%
3-4/5%

Average
1974
8-1/2%
7-7/10%
9-3/4%
3-4/5%

Range
1975 and 1974
4-1/2%-10-3/4%
4-l/2%-9-3/4%
8%-9-3/4%
3-5/8%-6-4/5%

Present Value
(Millions)
1974
1975
$ 62.1
$ 65.1
127.2
137.0
6.0
.7
74.8
76.6
$270.1
$279.4

If the financing leases were capitalized, the related property rights amortized over the lease
terms on a straight-line basis and interest cost accrued on the basis of the outstanding lease liability,
earnings for 1975 would have been decreased by $1.5 million and earnings for 1974 would have been
decreased by $2.5 million. The amounts of amortization and interest cost included in the computations
were $18.1 million and $18.6 million, respectively, in 1975 and $18.6 million, and $20.1 million, respec
tively, in 1974. The lease terms used to amortize the property rights are less than the lives used in
computing depreciation on similar equipment owned by the companies.
C&O, B&O and Western Maryland have guaranteed the underlying equipment obligations of
lessors on the financing leases covering locomotives and freight cars. The principal and interest
payments required in the event of default, however, are less than the minimum rentals shown above.
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IN D EB TED N ESS OF O FFIC ER S
CHESSIE SYSTEM, INC.
Notes to Financial Statements
(12) Contingent Liabilities
• • • •

C&O is contingently liable as guarantor of bank loans to seven C&O/B&O executives in the total
amount of $0.6 million at December 31, 1975. The proceeds of the loans were used for open-market
purchases of the company’s common stock under arrangements made in 1972. Chessie is contingently
liable for similar loans to eleven executives aggregating $0.3 million made in 1974.

IN D EB TED N ESS OF SU PPLIER S
PENNSYLVANIA POWER & LIGHT COMPANY
Notes to Financial Statements

12. Commitments and Contingent Liabilities
• • • •

In connection with providing for its future bituminous coal supply, the Company at December 31,
1975 has guaranteed capital and other obligations of certain coal suppliers (including five owned and
two controlled coal companies) aggregating $131.6 million.

LEA SE PAYMENTS OF OTHERS
CHESSIE SYSTEM, INC.
Notes to Financial Statements

(12) Contingent Liabilities
• • • •

C&O has guaranteed lease payments of American Rail Box Car Company on 1,000 box cars
constructed for general service in the railroad industry at a cost of $27 million. In the event of default,
C&O will assume lease payments of $2.5 million per year through 1990 and will gain possession of the
cars.
• • • •

HERCULES INCORPORATED
Notes to Financial Statements
12. Contingent Liabilities: Hercules is a joint and several guarantor with Hoechst AG, Frankfurt,
Germany, of $18,400,000 of Hoechst Fibers Incorporated notes due 1976 through 1986, and
$42,400,000 of rental payments under a lease agreement whereby plant facilities are leased to Hoechst
Fibers through 1987. Hoechst AG has unconditionally agreed to indemnify Hercules for any payments
Hercules may be called upon to make on account of the foregoing guarantees.
• • • •
RUBBERMAID INCORPORATED
Notes to Financial Statements
(5) Long-Term Debt
Long-term debt is summarized as follows:

Promissory notes, 5-3/4%
Lease obligation (Winchester, Virginia) 5-3/4%*
Other
Less current portion

1975
$2,988,000
2,475,000
1,344,901
6,807,901
758,701
$6,049,200

1974
3,456,000
2,560,000
1,433,651
7,449,651
764,950
6,684,701

*Includes $185,000 of serial bonds (1976-1977) bearing interest at 5.05% to 5.10%.
• • • •

The lease obligation capitalized relates to land, buildings and equipment financed by industrial
revenue bonds sold by an agency of the municipality which in turn leases the facility to a subsidiary
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company. The Parent Company has guaranteed the lease payments which aggregate approximately
$230,000 per annum to cover principal and interest payments over the remaining seventeen-year term
of the lease.

PERFORM ANCE OF WORK
GREAT LAKES DREDGE & DOCK COMPANY
Notes to Financial Statements
6 Commitments and Contingencies
• • • •

The Company was contingently liable, under various irrevocable commercial letters of credit
aggregating $11,000,000, which were issued to guarantee performance of certain foreign dredging
work.
• • • •
NAPCO INDUSTRIES, INC.
Notes to Financial Statements
Note E —Commitments and Contingencies
• • • •

At December 31, 1975 and 1974, the company was contingently liable for letters of credit and bid
and performance guarantees of approximately $3,500,000 and $2,370,000, respectively.
• • • •

REYNOLDS METALS COMPANY
Notes to Financial Statements
Note K. Contingent Liabilities and Commitments
• • • •

The Company, as a 50% shareholder in an aluminum reduction and fabricating company in Ven
ezuela, has guaranteed, with its 50% co-shareholder, each to the extent of its participation in the
Venezuelan company, completion of an expansion which is expected to cost approximately
$155,000,000. Financing for this expansion has been arranged in the amount of $70,000,000. Another
$45,000,000 is committed with certain terms still under negotiation. It is contemplated the remaining
$40,000,000 will be generated either through retained earnings or financed from other sources.
• • • •

UNION OIL COMPANY OF CANADA LIMITED
Notes to Financial Statements
Note 3—Commitments and Contingencies
In accordance with relevant regulations, the Company has issued non-interest bearing demand
notes which are on deposit with the governments of Canada and Alberta to guarantee the performance
of exploratory work in respect of certain Crown oil and gas rights granted to the Company. These
demand notes totalled $3,384,000 at December 31, 1975.
• • • •

REPU RCH A SE OF RECEIV A BLES
SOUTHEASTERN BANKING CORPORATION
Notes to Financial Statements
Note 12: Commitments
At December 31, 1975, Southeast has commitments to customers of $18,088,000 for standby
letters of credit and $127,859,000 for unfunded contractual loan commitments. Such loan commitments
included $39,787,000 and $4,066,000 at December 3 1 , 1975 of commitments for real estate loans and to
real estate investment trusts, respectively. Additionally at December 3 1 , 1975 Southeast is committed
to repurchase, under certain conditions, loans sold of approximately $5,664,000.
• • • •

WASHINGTON GAS LIGHT COMPANY
Notes to Financial Statements
7. Commitments and Contingent Liabilities
Construction expenditures for 1976 are estimated at $27.7 million. At December 31, 1975, com62

mitments of approximately $6.5 million had been made by the companies in connection with their
construction programs. Also, the Company had contingent liabilities of approximately $2.6 million to
local banking institutions relating to the sales of $3 million of merchandise accounts receivable and a
$325,000 deed of trust note in connection with a sale of property by the Company.
• • • •

STANDBY LETTERS OF CREDIT
CITICORP
Notes to Financial Statements
22. Commitments and Contingent Liabilities
• • • •

Standby letters of credit, issued primarily by Citibank, are obligations to make payments for
customers’ accounts under certain conditions to meet contingencies related to customers’ contractual
commitments. As of December 31, 1975, approximately 35% had been issued domestically, and 65%
had been issued overseas. Citicorp’s management believes that the potential economic impact of this
exposure is not excessive as these commitments, generally for the account of major customers of
Citibank, have been issued on behalf of a widely diversified group of corporate, governmental and
consumer customers. Management discourages the issuance of standby letters of credit to support the
sale of commercial paper and consequently any such exposure is insignificant.
• • • •
CONTINENTAL ILLINOIS CORPORATION
Notes to Financial Statements
Note N —Other Commitments and Contingent Liabilities: At December 31, 1975, commitments
under standby letters of credit outstanding aggregated $437,748,000; at December 31, 1974, the
corresponding amount was $328,870,000.
• • • •
FIRST WISCONSIN CORPORATION
Notes to Financial Statements
(15) Standby Letters of Credit
The amount of standby letters of credit of bank subsidiaries was $33,762,000 at December 31,
1975, and $25,809,000 at December 31, 1974.
• • • •
SOUTHEASTERN BANKING CORPORATION
Notes to Financial Statements
Note 12: Commitments
At December 31, 1975, Southeast has commitments to customers of $18,088,000 for standby
letters of credit and $127,859,000 for unfunded contractual loan commitments. Such loan commitments
included $39,787,000 and $4,066,000 at December 3 1 , 1975 of commitments for real estate loans and to
real estate investment trusts, respectively. Additionally at December 3 1 , 1975 Southeast is committed
to repurchase, under certain conditions, loans sold of approximately $5,664,000.
• • • •
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VIII
DISCLOSURE OF GAIN CONTINGENCIES

FASB Statement No. 5 incorporated by reference the recommendations in AICPA Account
ing Research Bulletin No. 50 that pertain to contingencies that might result in gains instead of
losses. ARB No. 50 prohibits accrual of gain contingencies but requires disclosure of their nature.
Care is to be exercised in the disclosure of gain contingencies to avoid misleading implications as
to the likelihood of realization.
Twelve excerpts from financial statements are presented that illustrate the disclosure of gain
contingencies. The examples are classified by type of contingency. The report of the auditor of one
of the companies commenting on the contingency is also presented.

CONDEMNATION AWARD
MELVILLE SHOE CORPORATION
Notes to Financial Statements
(2) Property, Plant and Equipment
Pursuant to an order of condemnation, a subsidiary of the Company was compelled to surrender
possession of certain land and building on April 20, 1971. The subsidiary has recorded as a deferred
credit, $6,620,000 in payments it received in 1972, toward the final award. Relocation and related
expenses incurred by the Company have been deferred and will be applied to the proceeds of the final
award. In July 1975, the pending litigation against the Dormitory Authority of the State of New York
was decided by the Supreme Court of the State of New York and the Company was awarded an
additional $6,948,539. The Dormitory Authority appealed the decision to the Appellate Division of the
Supreme Court. Upon final determination of the appeal and the receipt of the additional award, the
Company will account for the gain from the condemnation as a prior period adjustment and accord
ingly will restate prior years’ financial statements.

CONTRACT PR IC E ADJUSTMENT
HAZELTINE CORPORATION
Notes to Financial Statements
Note 12. Contingencies and Provisional Contract Adjustment
In connection with the Company’s contract with the U.S. Air Force for Scan Converter display
equipment for the F-4D aircraft, discussions are continuing with the Air Force concerning the
Company’s claim asserted in October 1974 for compensation in regard to certain expenditures incurred
in contract performance which were charged to income in prior years. The Air Force has been
informed by the Company that if interest and related amounts are added to the amount of such
performance expenditures, the sum under consideration may amount to up to $16 million. There is no
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reliable basis on which to predict the amount, if any, which may eventually be received through
discussion, or through litigation if a decision were made that it would be appropriate to initiate
litigation. Accordingly, no revenue will be recorded until final settlement is reached (see Note 6
regarding certain deferred costs).
In July 1975, in response to the Company’s request, the Air Force modified the Scan Converter
contract to provide a provisional contract adjustment payment to the Company in the amount of $2.5
million. This amount has been included in the accompanying 1975 Balance Sheet as a deferred credit
and is subject to repayment at the time of any settlement by agreement, or final decision by the
Contracting officer with respect to the above claim. Any portion which cannot be repaid out of
proceeds of the claim will bear interest at an annual rate of 8-7/8%. This payment does not mean that
the Air Force has made any decision on the Company’s claim.
In October 1975, the Air Force withdrew a decision rendered under the Scan Converter contract
assessing $600,000 in liquidated damages for program delays. The Air Force has the right to reinstate
that decision. However, that m atter may be resolved in connection with the resolution of the
Company’s claim referred to above.
In 1973, the Company demonstrated that the Scan Converter equipment met contractually pre
scribed tests, including reliability requirements under the contract with the Air Force and a contract
with McDonnell Douglas Corporation for similar equipment for the F-4E aircraft. No provision has
been made in the Financial Statements for any possible demand by the Air Force or by McDonnell
Douglas Corporation to have equipment delivered under such contracts prior to the completion of the
prescribed tests modified by retrofit. It is the Company’s position, considering all pertinent facts and
based upon the opinion of counsel, that the Company should be reimbursed for any substantial retrofit
of equipment which may be demanded by the customers.
Auditor’s Opinion
To the Stockholders and Board of Directors of
Hazeltine Corporation:
We have examined the consolidated balance sheet of Hazeltine Corporation (a Delaware corpora
tion) and subsidiaries as of December 31, 1975 and December 31, 1974 and the related consolidated
statements of operations and retained earnings and changes in financial position for the years then
ended. Our examination was made in accordance with generally accepted auditing standards, and
accordingly included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstances.
As more fully described in Note 12 to the consolidated financial statements, the Company is
continuing discussions with the U.S. Air Force concerning the Company’s claim for compensation of
certain expenditures incurred in contract performance which were charged to income in prior years.
In our opinion, subject to the effect of the adjustments resulting from the ultimate recovery, if
any, related to the claim referred to in the preceding paragraph, the consolidated financial statements
referred to above present fairly the financial position of Hazeltine Corporation and subsidiaries as of
December 31, 1975 and December 31, 1974, and the results of their operations and the changes in their
financial position for the years then ended, in conformity with generally accepted accounting princi
ples consistently applied during the periods subsequent to the change made as of January 1 , 1974 (with
which we concur) in accounting for software development and preproduction costs discussed in Note 1
to the consolidated financial statements.

EX CESSIV E U TILITY CHARGES
FOOTE MINERAL COMPANY
Notes to Financial Statements
10. Commitments and Contingencies
• • • •

The Company has been informed that it will receive an electric service refund of approximately
$1,000,000, including interest, in 1976, partially as a result of a court decision rescinding a rate
increase and also as a result of a direct reduction of rates.
• • • •

SUIT FOR DAMAGES
ALASKA INTERSTATE COMPANY
Notes to Financial Statements
(11) Litigation
Neither the Company nor any of its subsidiaries is a party to, nor is any of the property of the
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Company or any of its subsidiaries the subject of, any material pending legal proceedings other than
ordinary routine litigation incidental to their business except as follows:
••••

The Company is also party to an action in the U.S. District Court for the District of Delaware
arising out of competing cash tender offers for the stock of Apco by the Company and Northwest in
1975. The Company is seeking specific enforcement of its rights under a joint venture agreement to
which both the Company and Apco are parties, certain other specific relief and damages in an un
specified amount. Counterclaims have been asserted by Northwest and Apco against the Company
and certain of its officers and directors seeking damage and certain specific relief. The Company and
its counsel believe that the counterclaims are without merit and that the Company should be success
ful in obtaining a dismissal of such counterclaims.
ALLEGHENY POWER SYSTEM, INC.
Notes to Financial Statements
Litigation
The subsidiaries’ suit filed in 1972 against Westinghouse Electric Corporation to recover damages
in excess of $33 million resulting from deficiencies in the turbine generators supplied by that Company
for Hatfield’s Ferry Station and Westinghouse’s counterclaim for about $14.3 million remain in the
pre-trial stage.
••••

AMCORD, INC.
Notes to Financial Statements
Litigation and Contingent Liabilities
The company has been engaged in the operation of Snowmass, a recreational land development
project located near Aspen, Colorado, since commencement of the project in 1967. Operations have
included sales of land for individual homesites and condominiums as well as the operation of commer
cial facilities. Early in 1974 the Board of County Commissioners of Pitkin County, Colorado, enacted
amendments to the County’s zoning regulations which placed restrictions on the future development
of the property owned and being developed by the company at Snowmass. The company has filed a
lawsuit against Pitkin County challenging the validity of the action taken by the Board of County
Commissioners. In the alternative, the company has taken the position that the action by Pitkin
County, if held to be valid, constitutes a “taking of private property for public use” for which compen
sation is due. The company seeks damages from Pitkin Count under this alternative. Continued
development of the company’s property at Snowmass at a level acceptable to the company has been
delayed pending resolution of the disputed zoning matters. In the opinion of the company’s manage
ment, it is improbable that the outcome of this m atter will be materially adverse to the company.
••••

CONSUMERS POWER COMPANY
Notes to Financial Statements
4 Nuclear Generating Plants
The Palisades Nuclear Plant was shut down for essentially all of a period commencing in August
1973 and extending to early April 1975 to make repairs to certain of the Plant’s reactor vessel internal
components, steam generators, main condenser and other equipment. In April 1975, the Plant was
returned to operation subject to a requirement to shut down for steam generator tube inspection after
a limited period of operation. In December 1975, the Plant was shut down for such purpose and for
refueling and maintenance. Under the current schedule the minimum shut down period is expected to
continue to April 1976. The Company’s application for a full-term, 40-year operating license is pending
before the Nuclear Regulatory Commission (NRC). In August 1974, the Company filed suit in a U.S.
District Court seeking not less than $300 million in past and future damages; together with equitable
relief, from suppliers of components and design work for the Plant. The suit is pending.
••••

NATIONAL DISTILLERS AND CHEMICAL CORPORATION
Notes to Financial Statements
Note 5 Investments in Associated Companies
• • • •

Prior to 1974, National Helium’s major source of revenue was from the sale of helium to the U.S.
Government under a long-term contract. The Government served notice to terminate the contract as
of April 4, 1973 and refused to accept deliveries of helium on and after November 12, 1973. In May
67

1975, National Helium filed an action against the Government in the U.S. Court of Claims for breach
of contract seeking recovery of $21,700,000 (plus interest) for helium delivered and substantial dam
ages for loss of future profits. The outcome of this action cannot be predicted at this time.
If the Government’s right to terminate the contract is upheld, National Helium is entitled under
the contract to either convey its helium plant to the Government at a formula price or to retain the
plant and receive any excess of depreciated cost over market value of the plant.
••••

WASHINGTON GAS LIGHT COMPANY
Notes to Financial Statements
7. Commitments and Contingent Liabilities
In 1975 the Company filed a claim against Atlantic Richfield Company (ARCO) for breach of
contract applicable to the supply of feedstock for the manufacture of synthetic gas and ARCO filed a
counterclaim (See Page 14).
It is the opinion of management and counsel that the ultimate resolution of these suits would not
have a material unfavorable effect upon the financial condition of the Company.
••••

Atlantic Richfield Law Suit (from Page 14)
In 1973, the Company contracted with Atlantic Richfield Company (ARCO) for the purchase of
naphtha, a light petroleum by-product, which it intended to convert into a synthetic gas to supplement
the supply of natural gas. ARCO breached the contract for the sale of naphtha, and in February 1975,
the Company filed suit in the District Court for the District of Columbia to collect $113 million in
damages. ARCO denied breaching the contract and has filed a counterclaim against the Company for
about $4.3 million. The date of trial has not been established.

TAX ADJUSTMENT
GREAT LAKES DREDGE & DOCK COMPANY
Notes to Financial Statements
6 Commitments and Contingencies
• • • •

On February 6, 1975, the Supreme Court-Appellate Division of the State of New York, by
unanimous decision, reversed a determination of the State Tax Commission which had held that the
Company was liable for New York State sales and use tax on the purchase or use of dredging
equipment and related consumable supplies subsequent to August 1, 1965, the date of enactment of
the Sales Tax Act. Through December 3 1 , 1975, the Company had accrued $833,212 for these taxes of
which $7,546 and $79,374 applied to 1975 and 1974, respectively; the balance relates to prior years.
The State Tax Commission has appealed the decision to the Court of Appeals of the State of New
York. A decision is expected in the near future.
LEHIGH PORTLAND CEMENT COMPANY
Notes to Financial Statements
6. Taxes on Income
• • • •

During 1975 the company filed a claim for refund for approximately $700,000 of federal income tax
relating to the Internal Revenue Service’s disallowance of the company’s treatment of certain 1963
mineral production payments. The Internal Revenue Service has failed to act on the claim and the
company plans to litigate the matter. While it is premature to forecast the probability of success or the
magnitude of recovery, if any, those amounts that may ultimately be refunded will be credited to
earnings in the year received.
• • • •

WARNER-LAMBERT COMPANY
Notes to Financial Statements
Note 6—Tax Litigation: The Internal Revenue Service in its examination of the 1960 federal
income tax return of Parke, Davis & Company (which was merged with a subsidiary of WarnerLambert in 1970) made a reallocation of income between Parke-Davis and its wholly owned subsidiary
operating in Puerto Rico. Such reallocation resulted in the assessment of a tax deficiency and interest
for the year 1960 of approximately $990,000 which has been paid. A suit for refund of the amount paid
is pending. The trial date was postponed and no new date has been set.
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APPENDIX A
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 5*
ACCOUNTING FOR CONTINGENCIES
March 1975

INTRODUCTION
1. For the purpose of this Statement, a contingency is defined as an existing condition,
situation, or set of circumstances involving uncertainty as to possible gain (hereinafter a “gain
contingency”) or loss1 (hereinafter a “loss contingency”) to an enterprise that will ultimately be
resolved when one or more future events occur or fail to occur. Resolution of the uncertainty may
confirm the acquisition of an asset or the reduction of a liability or the loss or impairment of an
asset or the incurrence of a liability.
2. Not all uncertainties inherent in the accounting process give rise to contingencies as that
term is used in this Statement. Estimates are required in financial statements for many on-going
and recurring activities of an enterprise. The mere fact that an estimate is involved does not of
itself constitute the type of uncertainty referred to in the definition in paragraph 1. For example,
the fact that estimates are used to allocate the known cost of a depreciable asset over the period of
use by an enterprise does not make depreciation a contingency; the eventual expiration of the
utility of the asset is not uncertain. Thus, depreciation of assets is not a contingency as defined in
paragraph 1, nor are such matters as recurring repairs, maintenance, and overhauls, which
interrelate with depreciation. Also, amounts owed for services received, such as advertising and
utilities, are not contingencies even though the accrued amounts may have been estimated; there
is nothing uncertain about the fact that those obligations have been incurred.
3. When a loss contingency exists, the likelihood that the future event or events will confirm
the loss or impairment of an asset or the incurrence of a liability can range from probable to
remote. This Statement uses the terms probable, reasonably possible, and remote to identify
three areas within that range, as follows:
a) Probable. The future event or events are likely to occur.
b) Reasonably possible. The chance of the future event or events occurring is more than
remote but less than likely.
c) Remote. The chance of the future event or events occurring is slight.
4. Examples of loss contingencies include:
a) Collectibility of receivables.
b) Obligations related to product warranties and product defects.
c) Risk of loss or damage of enterprise property by fire, explosion, or other hazards.
d) Threat of expropriation of assets.
e) Pending or threatened litigation.
f) Actual or possible claims and assessments.
g) Risk of loss from catastrophes assumed by property and casualty insurance companies
including reinsurance companies.
h) Guarantees of indebtedness of others.

*Copyright © 1975 by Financial Accounting Standards Board and reprinted with permission.
1The term loss is used for convenience to include many charges against income that are commonly referred to as
expenses and others that are commonly referred to as losses.
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i)
j)

Obligations of commercial banks under “standby letters of credit.”2
Agreements to repurchase receivables (or to repurchase the related property) that have
been sold.
5. Some enterprises now accrue estimated losses from some types of contingencies by a
charge to income prior to the occurrence of the event or events that are expected to resolve the
uncertainties while, under similar circumstances, other enterprises account for those losses only
when the confirming event or events have occurred.
6. This Statement establishes standards of financial accounting and reporting for loss con
tingencies (see paragraphs 8-16) and carries forward without reconsideration the conclusions of
Accounting Research Bulletin (ARB) No. 50, “Contingencies,” with respect to gain contingencies
(see paragraph 17) and other disclosures (see paragraphs 18-19). The basis for the Board’s conclu
sions, as well as alternatives considered and reasons for their rejection, are discussed in Appendix
C. Examples of application of this Statement are presented in Appendix A, and background
information is presented in Appendix B.
7. This Statement supersedes both ARB NO. 50 and Chapter 6, “Contingency Reserves,” of
ARB NO. 43. The conditions for accrual of loss contingencies in paragraph 8 of this Statement do
not amend any other present requirement in an Accounting Research Bulletin or Opinion of the
Accounting Principles Board to accrue a particular type of loss or expense. Thus, for example,
accounting for pension cost, deferred compensation contracts, and stock issued to employees are
excluded from the scope of this Statement. Those matters are covered, respectively, in APB
Opinion No. 8, “Accounting for the Cost of Pension Plans,” APB Opinion No. 12, “Omnibus
Opinion—1967,” paragraphs 6-8, and APB Opinion No. 25, “Accounting for Stock Issued to
Employees.” Accounting for other employment-related costs, such as group insurance, vacation
pay, workmen’s compensation, and disability benefits, is also excluded from the scope of this
Statement. Accounting practices for those types of costs and pension accounting practices tend to
involve similar considerations.
STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Accrual of Loss Contingencies
8. An estimated loss from a loss contingency (as defined in paragraph 1) shall be accrued by a
charge to income3 if both of the following conditions are met:
a) Information available prior to issuance of the financial statements indicates that it is
probable that an asset had been impaired or a liability had been incurred at the date of
the financial statements.4 It is implicit in this condition that it must be probable that one
or more future events will occur confirming the fact of the loss.
b) The amount of loss can be reasonably estimated.
Disclosure of Loss Contingencies
9. Disclosure of the nature of an accrual5 made pursuant to the provisions of paragraph 8, and

2As defined by the Federal Reserve Board, “standby letters of credit” include “every letter of credit (or similar
arrangement however named or designated) which represents an obligation to the beneficiary on the part of the issuer (1)
to repay money borrowed by or advanced to or for the account of the account party or (2) to make payment on account of
any evidence of indebtedness undertaken by the account party or (3) to make payment on account of any default by the
account party in the performance of an obligation.” A note to that definition states that “as defined, ‘standby letter of
credit’ would not include (1) commercial letters of credit and similar instruments where the issuing bank expects the
beneficiary to draw upon the issuer and which do not ‘guaranty’ payment of a money obligation or (2) a guaranty or similar
obligation issued by a foreign branch in accordance with and subject to the limitations of Regulation M [of the Federal
Reserve Board].” Regulations of the Comptroller of the Currency and the Federal Deposit Insurance Corporation contain
similar definitions.
Paragraphs 23-24 of A P B Opinion No. 9, “Reporting the Results of Operations,” describe the “rare” circumstances in
which a prior period adjustment is appropriate. Those paragraphs are not amended by this Statement.
4Date of the financial statements means the end of the most recent accounting period for which financial statements
are being presented.
5Terminology used shall be descriptive of the nature of the accrual (see paragraphs 57-64 of Accounting Terminology
Bulletin No. 1, “Review and Resume”).
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in some circumstances the amount accrued, may be necessary for the financial statements not to
be misleading.
10. If no accrual is made for a loss contingency because one or both of the conditions in
paragraph 8 are not met, or if an exposure to loss exists in excess of the amount accrued pursuant
to the provisions of paragraph 8, disclosure of the contingency shall be made when there is at least
a reasonable possibility that a loss or an additional loss may have been incurred.6 The disclosure
shall indicate the nature of the contingency and shall give an estimate of the possible loss or range
of loss or state that such an estimate cannot be made. Disclosure is not required of a loss
contingency involving an unasserted claim or assessment when there has been no manifestation by
a potential claimant of an awareness of a possible claim or assessment unless it is considered
probable that a claim will be asserted and there is a reasonable possibility that the outcome will be
unfavorable.
11. After the date of an enterprise’s financial statements but before those financial state
ments are issued, information may become available indicating that an asset was impaired or a
liability was incurred after the date of the financial statements or that there is at least a reason
able possibility that an asset was impaired or a liability was incurred after that date. The informa
tion may relate to a loss contingency that existed at the date of the financial statements, e.g., an
asset that was not insured at the date of the financial statements. On the other hand, the informa
tion may relate to a loss contingency that did not exist at the date of the financial statements, e .g .,
threat of expropriation of assets after the date of the financial statements or the filing for bank
ruptcy by an enterprise whose debt was guaranteed after the date of the financial statements. In
none of the cases cited in this paragraph was an asset impaired or a liability incurred at the date of
the financial statements, and the condition for accrual in paragraph 8(a) is, therefore, not met.
Disclosure of those kinds of losses or loss contingencies may be necessary, however, to keep the
financial statements from being misleading. If disclosure is deemed necessary, the financial
statements shall indicate the nature of the loss or loss contingency and give an estimate of the
amount or range of loss or possible loss or state that such an estimate cannot be made. Occasion
ally, in the case of a loss arising after the date of the financial statements where the amount of
asset impairment or liability incurrence can be reasonably estimated, disclosure may best be made
by supplementing the historical financial statements with pro forma financial data giving effect to
the loss as if it had occurred at the date of the financial statements. It may be desirable to present
pro forma statements, usually a balance sheet only, in columnar form on the face of the historical
financial statements.
12. Certain loss contingencies are presently being disclosed in financial statements even
though the possibility of loss may be remote. The common characteristic of those contingencies is
a guarantee, normally with a right to proceed against an outside party in the event that the
guarantor is called upon to satisfy the guarantee. Examples include (a) guarantees of indebted
ness of others, (b) obligations of commercial banks under “standby letters of credit,” and (c)
guarantees to repurchase receivables (or, in some cases, to repurchase the related property) that
have been sold or otherwise assigned. The Board concludes that disclosure of those loss contin
gencies, and others that in substance have the same characteristic, shall be continued. The
disclosure shall include the nature and amount of the guarantee. Consideration should be given to
disclosing, if estimable, the value of any recovery that could be expected to result, such as from
the guarantor’s right to proceed against an outside party.
13. This Statement applies to regulated enterprises in accordance with provisions of the
Addendum to APB Opinion No. 2, “Accounting for the ‘Investment Credit.’ ” If, in conformity
with the Addendum, a regulated enterprise accrues for financial accounting and reporting pur
poses an estimated loss without regard to the conditions in paragraph 8, the following information
shall be disclosed in its financial statements:

6For example, disclosure shall be made of any loss contingency that meets the condition in paragraph 8(a) but that is
not accrued because the amount of loss cannot be reasonably estimated (paragraph 8(b)). Disclosure is also required of
some loss contingencies that do not meet the condition in paragraph 8(a)—namely, those contingencies for which there is a
reasonable possibility that a loss may have been incurred even though information may not indicate that it is probable that
an asset had been impaired or a liability had been incurred at the date of the financial statements.
71

a)
b)

The accounting policy including the nature of the accrual and the basis for estimation.
The amount of any related “liability” or “asset valuation” account included in each
balance sheet presented.

General or Unspecified Business Risks
14. Some enterprises have in the past accrued so-called “reserves for general contingencies.”
General or unspecified business risks do not meet the conditions for accrual in paragraph 8, and no
accrual for loss shall be made. No disclosure about them is required by this Statement.
Appropriation of Retained Earnings
15. Some enterprises have classified a portion of retained earnings as “appropriated” for loss
contingencies. In some cases, the appropriation has been shown outside the stockholders’ equity
section of the balance sheet. Appropriation of retained earnings is not prohibited by this State
ment provided that it is shown within the stockholders’ equity section of the balance sheet and is
clearly identified as an appropriation of retained earnings. Costs or losses shall not be charged to
an appropriation of retained earnings, and no part of the appropriation shall be transferred to
income.
Examples of Application of this Statement
16. Examples of application of the conditions for accrual of loss contingencies in paragraph 8
and the disclosure requirements in paragraphs 9-11 are presented in Appendix A.
Gain Contingencies
17. The Board has not reconsidered ARB No. 50 with respect to gain contingencies. Accord
ingly, the following provisions of paragraphs 3 and 5 of that Bulletin shall continue in effect:
a) Contingencies that might result in gains usually are not reflected in the accounts since to
do so might be to recognize revenue prior to its realization.
b) Adequate disclosure shall be made of contingencies that might result in gains, but care
shall be exercised to avoid misleading implications as to the likelihood of realization.
Other Disclosures
18. Paragraph 6 of ARB No. 50 required disclosure of a number of situations including
“unused letters of credit, long-term leases, assets pledged as security for loans, pension plans, the
existence of cumulative preferred stock dividends in arrears, and commitments such as those for
plant acquisition or an obligation to reduce debts, maintain working capital, or restrict dividends.”
Subsequent Opinions issued by the Accounting Principles Board established more explicit disclo
sure requirements for a number of those items, i.e., leases (see APB Opinions No. 5 and 31),
pension plans (see APB Opinion No. 8), and preferred stock dividend arrearages (see APB
Opinion No. 10, paragraph 11(b)).
19. Situations of the type described in the preceding paragraph shall continue to be disclosed
in financial statements, and this Statement does not alter the present disclosure requirements
with respect to those items.
Effective Date and Transition
20. This Statement shall be effective for fiscal years beginning on or after July 1, 1975,
although earlier application is encouraged. A change in accounting principle resulting from com
pliance with paragraph 8 or 14 of this Statement shall b e reported in accordance with APB
Opinion No. 20, “Accounting Changes.” Accordingly, except in the special circumstances referred
to in paragraphs 29-30 of APB Opinion No. 20, the cumulative effect of the change on retained
earnings at the beginning of the year in which the change is made shall be included in net income of
the year of the change, and the disclosures specified in APB Opinion No. 20 shall be made.
Reclassification of an appropriation of retained earnings to comply with paragraph 15 of this
Statement shall be made in any financial statements for periods before the effective date of this
Statement, or financial summaries or other data derived therefrom, that are presented after the
effective date of this Statement.
72

The provisions of this Statement need
not be applied to immaterial items.
This Statement was adopted by the unanimous vote of the seven members of the Financial
Accounting Standards Board:
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
Arthur L. Litke
Robert E. Mays
Walter Schuetze
Robert T. Sprouse

Appendix A
EXAMPLES OF APPLICATION OF THIS STATEMENT
21. This Appendix contains examples of application of the conditions for accrual of loss
contingencies in paragraph 8 and of the disclosure requirements in paragraphs 9-11. Some exam
ples have been included in response to questions raised in letters of comment on the Exposure
Draft. It should be recognized that no set of examples can encompass all possible contingencies or
circumstances. Accordingly, accrual and disclosure of loss contingencies should be based on an
evaluation of the facts in each particular case.

Collectibility of Receivables
22. The assets of an enterprise may include receivables that arose from credit sales, loans, or
other transactions. The conditions under which receivables exist usually involve some degree of
uncertainty about their collectibility, in which case a contingency exists as defined in paragraph 1.
Losses from uncollectible receivables shall be accrued when both conditions in paragraph 8 are
met. Those conditions may be considered in relation to individual receivables or in relation to
groups of similar types of receivables. If the conditions are met, accrual shall be made even though
the particular receivables that are uncollectible may not be identifiable.
23. If, based on available information, it is probable that the enterprise will be unable to
collect all amounts due and, therefore, that at the date of its financial statements the net realizable
value of the receivables through collection in the ordinary course of business is less than the total
amount receivable, the condition in paragraph 8(a) is met because it is probable that an asset has
been impaired. Whether the amount of loss can be reasonably estimated (the condition in para
graph 8(b)) will normally depend on, among other things, the experience of the enterprise,
information about the ability of individual debtors to pay, and appraisal of the receivables in light
of the current economic environment. In the case of an enterprise that has no experience of its
own, reference to the experience of other enterprises in the same business may be appropriate.
Inability to make a reasonable estimate of the amount of loss from uncollectible receivables (i.e.,
failure to satisfy the condition in paragraph 8(b)) precludes accrual and may, if there is significant
uncertainty as to collection, suggest that the installment method, the cost recovery method, or
some other method of revenue recognition be used (see paragraph 12 of APB Opinion No. 10,
“Omnibus Opinion—1966”); in addition, the disclosures called for by paragraph 10 of this State
ment should be made.
Obligations Related to Product Warranties and Product Defects
24. A warranty is an obligation incurred in connection with the sale of goods or services that
may require further performance by the seller after the sale has taken place. Because of the
uncertainty surrounding claims that may be made under warranties, warranty obligations fall
within the definition of a contingency in paragraph 1. Losses from warranty obligations shall be
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accrued when the conditions in paragraph 8 are met. Those conditions may be considered in
relation to individual sales made with warranties or in relation to groups of similar types of sales
made with warranties. If the conditions are met, accrual shall be made even though the particular
parties that will make claims under warranties may not be identifiable.
25. If, based on available information, it is probable that customers will make claims under
warranties relating to goods or services that have been sold, the condition in paragraph 8(a) is met
at the date of an enterprise’s financial statements because it is probable that a liability has been
incurred. Satisfaction of the condition in paragraph 8(b) will normally depend on the experience of
an enterprise or other information. In the case of an enterprise that has no experience of its own,
reference to the experience of other enterprises in the same business may be appropriate. Inabil
ity to make a reasonable estimate of the amount of a warranty obligation at the time of sale
because of significant uncertainty about possible claims (i.e., failure to satisfy the condition in
paragraph 8(b)) precludes accrual and, if the range of possible loss is wide, may raise a question
about whether a sale should be recorded prior to expiration of the warranty period or until
sufficient experience has been gained to permit a reasonable estimate of the obligation; in addi
tion, the disclosures called for by paragraph 10 of this Statement should be made.
26. Obligations other than warranties may arise with respect to products or services that
have been sold, for example, claims resulting from injury or damage caused by product defects. If
it is probable that claims will arise with respect to products or services that have been sold,
accrual for losses may be appropriate. The condition in paragraph 8(a) would be met, for instance,
with respect to a drug product or toys that have been sold if a health or safety hazard related to
those products is discovered and as a result it is considered probable that liabilities have been
incurred. The condition in paragraph 8(b) would be met if experience or other information enables
the enterprise to make a reasonable estimate of the loss with respect to the drug product or the
toys.

Risk of Loss or Damage of Enterprise Property
27. At the date of an enterprise’s financial statements, it may not be insured against risk of
future loss or damage to its property by fire, explosion, or other hazards. The absence of insur
ance against losses from risks of those types constitutes an existing condition involving uncer
tainty about the amount and timing of any losses that may occur, in which case a contingency
exists as defined in paragraph 1. Uninsured risks may arise in a number of ways, including (a)
noninsurance of certain risks or co-insurance or deductible clauses in an insurance contract or (b)
insurance through a subsidiary or investee7 to the extent not reinsured with an independent
insurer. Some risks, for all practical purposes, may be noninsurable, and the self-assumption of
those risks is mandatory.
28. The absence of insurance does not mean that an asset has been impaired or a liability has
been incurred at the date of an enterprise’s financial statements. Fires, explosions, and other
similar events that may cause loss or damage of an enterprise’s property are random in their
occurrence.8 With respect to events of that type, the condition for accrual in paragraph 8(a) is not
satisfied prior to the occurrence of the event because until that time there is no diminution in the
value of the property. There is no relationship of those events to the activities of the enterprise
prior to their occurrence, and no asset is impaired prior to their occurrence. Further, unlike an
insurance company, which has a contractual obligation under policies in force to reimburse in
sureds for losses, an enterprise can have no such obligation to itself and, hence, no liability.

7The effects of transactions between a parent or other investor and a subsidiary or investee insurance company shall
be eliminated from an enterprise’s financial statements (see paragraph 6 of A R B No. 51, “Consolidated Financial State
ments,” and paragraph 19(a) of A P B Opinion No. 18, “The Equity Method of Accounting for Investments in Common
Stock”).
8The Board recognizes that, in practice, experience regarding loss or damage to depreciable assets is in some cases
one of the factors considered in estimating the depreciable lives of a group of depreciable assets, along with such other
factors as wear and tear, obsolescence, and maintenance and replacement policies. This Statement is not intended to alter
present depreciation practices (see paragraph 2).
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Risk of Loss from Future Injury to Others, Damage to the
Property of Others, and Business Interruption
29. An enterprise may choose not to purchase insurance against risk of loss that may result
from injury to others, damage to the property of others, or interruption of its business
operations.9 Exposure to risks of those types constitutes an existing condition involving uncer
tainty about the amount and timing of any losses that may occur, in which case a contingency
exists as defined in paragraph 1.
30. Mere exposure to risks of those types, however, does not mean that an asset has been
impaired or a liability has been incurred. The condition for accrual in paragraph 8(a) is not met
with respect to loss that may result from injury to others, damage to the property of others, or
business interruption that may occur after the date of an enterprise’s financial statements. Losses
of those types do not relate to the current or a prior period but rather to the future period in which
they occur. Thus, for example, an enterprise with a fleet of vehicles should not accrue for injury to
others or damage to the property of others that may be caused by those vehicles in the future even
if the amount of those losses may be reasonably estimable. On the other hand, the conditions in
paragraph 8 would be met with respect to uninsured losses resulting from injury to others or
damage to the property of others that took place prior to the date of the financial statements, even
though the enterprise may not become aware of those matters until after that date, if the experi
ence of the enterprise or other information enables it to make a reasonable estimate of the loss
that was incurred prior to the date of its financial statements.
Write-Down of Operating Assets
31. In some cases, the carrying amount of an operating asset not intended for disposal may
exceed the amount expected to be recoverable through future use of that asset even though there
has been no physical loss or damage of the asset or threat of such loss or damage. For example,
changed economic conditions may have made recovery of the carrying amount of a productive
facility doubtful. The question of whether, in those cases, it is appropriate to write down the
carrying amount of the asset to an amount expected to be recoverable through future operations is
not covered by this Statement.
Threat of Expropriation
32. The threat of expropriation of assets is a contingency within the definition of paragraph 1
because of the uncertainty about its outcome and effect. If information indicates that expropria
tion is imminent and compensation will be less than the carrying amount of the assets, the
condition for accrual in paragraph 8(a) is met. Imminence may be indicated, for example, by public
or private declarations of intent by a government to expropriate assets of the enterprise or actual
expropriation of assets of other enterprises. Paragraph 8(b) requires that accrual be made only if
the amount of loss can be reasonably estimated. If the conditions for accrual are not met, the
disclosures specified in paragraph 10 would be made when there is at least a reasonable possibility
that an asset has been impaired.
Litigation, Claims, and Assessments
33. The following factors, among others, must be considered in determining whether accrual
and/or disclosure is required with respect to pending or threatened litigation and actual or possi
ble claims and assessments:
a) The period in which the underlying cause (i.e., the cause for action) of the pending or
threatened litigation or of the actual or possible claim or assessment occurred.
b) The degree of probability of an unfavorable outcome.
c) The ability to make a reasonable estimate of the amount of loss.
34. As a condition for accrual of a loss contingency, paragraph 8(a) requires that information
available prior to the issuance of financial statements indicate that it is probable that an asset had
been impaired or a liability had been incurred at the date of the financial statements. Accordingly,
9As to injury or damage resulting from products that have been sold, see paragraph 26.
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accrual would clearly be inappropriate for litigation, claims, or assessments whose underlying
cause is an event or condition occurring after the date of financial statements but before those
financial statements are issued, for example, a suit for damages alleged to have been suffered as a
result of an accident that occurred after the date of the financial statements. Disclosure may be
required, however, by paragraph 11.
35. On the other hand, accrual may be appropriate for litigation, claims, or assessments
whose underlying cause is an event occurring on or before the date of an enterprise’s financial
statements even if the enterprise does not become aware of the existence or possibility of the
lawsuit, claim, or assessment until after the date of the financial statements. If those financial
statements have not been issued, accrual of a loss related to the litigation, claim, or assessment
would be required if the probability of loss is such that the condition in paragraph 8(a) is met and
the amount of loss can be reasonably estimated.
36. If the underlying cause of the litigation, claim, or assessment is an event occurring before
the date of an enterprise’s financial statements, the probability of an outcome unfavorable to the
enterprise must be assessed to determine whether the condition in paragraph 8(a) is met. Among
the factors that should be considered are the nature of the litigation, claim, or assessment, the
progress of the case (including progress after the date of the financial statements but before those
statements are issued), the opinions or views of legal counsel and other advisers, the experience of
the enterprise in similar cases, the experience of other enterprises, and any decision of the
enterprise’s management as to how the enterprise intends to respond to the lawsuit, claim, or
assessment (for example, a decision to contest the case vigorously or a decision to seek an
out-of-court settlement). The fact that legal counsel is unable to express an opinion that the
outcome will be favorable to the enterprise should not necessarily be interpreted to mean that the
condition for accrual of a loss in paragraph 8(a) is met.
37. The filing of a suit or formal assertion of a claim or assessment does not automatically
indicate that accrual of a loss may be appropriate. The degree of probability of an unfavorable
outcome must be assessed. The condition for accrual in paragraph 8(a) would be met if an unfavor
able outcome is determined to be probable. If an unfavorable outcome is determined to be reason
ably possible but not probable, or if the amount of loss cannot be reasonably estimated, accrual
would be inappropriate, but disclosure would be required by paragraph 10 of this Statement.
38. With respect to unasserted claims and assessments, an enterprise must determine the
degree of probability that a suit may be filed or a claim or assessment may be asserted and the
possibility of an unfavorable outcome. For example, a catastrophe, accident, or other similar
physical occurrence predictably engenders claims for redress, and in such circumstances their
assertion may be probable; similarly, an investigation of an enterprise by a governmental agency,
if enforcement proceedings have been or are likely to be instituted, is often followed by private
claims for redress, and the probability of their assertion and the possibility of loss should be
considered in each case. By way of further example, an enterprise may believe there is a possibil
ity that it has infringed on another enterprise’s patent rights, but the enterprise owning the
patent rights has not indicated an intention to take any action and has not even indicated an
awareness of the possible infringement. In that case, a judgment must first be made as to whether
the assertion of a claim is probable. If the judgment is that assertion is not probable, no accrual or
disclosure would be required. On the other hand, if the judgment is that assertion is probable,
then a second judgment must be made as to the degree of probability of an unfavorable outcome.
If an unfavorable outcome is probable and the amount of loss can be reasonably estimated, accrual
of a loss is required by paragraph 8. If an unfavorable outcome is probable but the amount of loss
cannot be reasonably estimated, accrual would not be appropriate, but disclosure would be re
quired by paragraph 10. If an unfavorable outcome is reasonably possible but not probable,
disclosure would be required by paragraph 10.
39. As a condition for accrual of a loss contingency, paragraph 8(b) requires that the amount
of loss can be reasonably estimated. In some cases, it may be determined that a loss was incurred
because of unfavorable outcome of the litigation, claim, or assessment is probable (thus satisfying
the condition in paragraph 8(a)), but the range of possible loss is wide. For example, an enterprise
may be litigating an income tax matter. In preparation for the trial, it may determine that, based
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on recent decisions involving one aspect of the litigation, it is probable that it will have to pay
additional taxes of $2 million. Another aspect of the litigation may, however, be open to consider
able interpretation, and depending on the interpretation by the court the enterprise may have to
pay taxes of $8 million over and above the $2 million. In that case, paragraph 8 requires accrual of
the $2 million if that is considered a reasonable estimate of the loss. Paragraph 10 requires
disclosure of the additional exposure to loss if there is a reasonable possibility that additional taxes
will be paid. Depending on the circumstances, paragraph 9 may require disclosure of the $2 million
that was accrued.

Catastrophe Losses of Property and Casualty Insurance Companies
40. At the time that a property and casualty insurance company or reinsurance company
issues an insurance policy covering risk of loss from catastrophes, a contingency arises. The
contingency is the risk of loss assumed by the insurance company, that is, the risk of loss from
catastrophes that may occur during the term of the policy. The insurance company has not
assumed risk of loss for catastrophes that may occur beyond the term of the policy. Clearly,
therefore, no asset has been impaired or liability incurred with respect to catastrophes that may
occur beyond the terms of policies in force.
41. The conditions in paragraph 8 should be considered with respect to the risk of loss
assumed by an insurance company for catastrophes that may occur during the terms of policies in
force to determine whether accrual of a loss is appropriate. To satisfy the condition in paragraph
8(a) that it be probable that a liability has been incurred to existing policyholders, the occurrence
of catastrophes (i.e., the confirming future events) would have to be reasonably predictable within
the terms of policies in force. Further, to satisfy the condition in paragraph 8(b), the amounts of
losses therefrom would have to be reasonably estimable. Actuarial techniques are employed by
insurance companies to predict the rate of occurrence of and amounts of losses from catastrophes
over long periods of time for insurance rate-setting purposes. Predictions over relatively short
periods of time, such as an individual accounting period or the terms of a large number of existing
insurance policies in force, are subject to substantial deviations. Consequently, assumption of risk
of loss from catastrophes by property and casualty insurance companies and reinsurance com
panies fails to satisfy the conditions for accrual in paragraphs 8(a) and 8(b). Moreover, deferral of
unearned premiums within the terms of policies in force represents the “unknown liability” for
loss (including catastrophe losses) on unexpired policies, making an accrual inappropriate—see
paragraphs 94-96 in Appendix C. Recognition of premium income as earned revenue within the
terms of policies in force is discussed in the AICPA Industry Audit Guide, “Audits of Fire and
Casualty Insurance Companies.”
42. Although some property and casualty insurance companies have accrued an estimated
amount for catastrophe losses, other insurance companies have accomplished the same objective
by deferring a portion of the premium income. Deferral of any portion of premium income beyond
the terms of policies in force is, in substance, similar to premature accrual of catastrophe losses
and, therefore, also does not meet the conditions of paragraph 8.
43. The conditions for accrual in paragraph 8 do not prohibit a property and casualty insur
ance company from accruing probable catastrophe losses that have been incurred on or before the
date of its financial statements but that have not been reported by its policyholders as of that date.
If the amount of loss can be reasonably estimated, paragraph 8 requires accrual of those
incurred-but-not-reported losses.
Payments to Insurance Companies that May Not Involve Transfer of Risk
44. To the extent that an insurance contract or reinsurance contract does not, despite its
form, provide for indemnification of the insured or the ceding company by the insurer or reinsurer
against loss or liability, the premium paid less the amount of the premium to be retained by the
insurer or reinsurer shall be accounted for as a deposit by the insured or the ceding company.
Those contracts may be structured in various ways, but if, regardless of form, their substance is
that all or part of the premium paid by the insured or the ceding company is a deposit, it shall be
accounted for as such.
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45.
Operations in certain industries may be subject to such high risks that insurance is
unavailable or is available only at what is considered to be a prohibitively high cost. Some
enterprises in those industries have “pooled” their risks by forming a mutual insurance company
in which they retain an equity interest and to which they pay insurance premiums. For example,
some electric utility companies have formed such a mutual insurance company to insure risks
related to nuclear power plants, and some oil companies have formed a company to insure against
risks associated with petroleum exploration and production. Whether the premium paid repre
sents a payment for the transfer of risk or whether it represents merely a deposit will depend on
the circumstances surrounding each enterprise’s interest in and insurance arrangement with the
mutual insurance company. An analysis of the contract is required to determine whether risk has
been transferred and to what extent.

Appendix B
BACKGROUND INFORMATION
46. In April 1973, the FASB placed on its technical agenda a project then entitled “Account
ing for Future Losses.” The project addressed accrual and disclosure of loss contingencies. The
Board believes that “Accounting for Contingencies” is a more descriptive title for this Statement
than “Accounting for Future Losses.”
47. A task force of 16 persons from industry, public accounting, the financial community, and
academe was appointed in the summer of 1973 to provide counsel to the Board in preparing a
Discussion Memorandum analyzing issues related to the project.
48. The Discussion Memorandum gave examples of various types of contingencies and con
sidered several of those at length to assist in the development of standards of financial accounting
and reporting. These included (a) uninsured risks (“self-insurance”), (b) risk of losses from catas
trophes assumed by property and casualty insurance companies, and (c) risk of losses from
expropriations by foreign governments.
49. Research undertaken in connection with this project included (a) a search of relevant
literature, (b) an examination of published financial statements in annual reports to shareholders
and in filings with the SEC on Form 10-K, (c) a questionnaire survey conducted by the Financial
Executives Institute to which 64 companies responded, and (d) a study of catastrophe reserve
accounting methods employed by property and casualty insurance companies. Summaries of re
search findings are included in appendices to the Discussion Memorandum.
50. On January 3, 1973 (prior to the date the Board placed this subject on its agenda), the
Securities and Exchange Commission issued its Accounting Series Release No. 134, which pointed
out that a number of property and casualty insurance companies had adopted the accounting
policy of making a provision from each period’s income to cover a portion of major losses expected
to occur in future periods. The SEC Release indicated that the Committee on Insurance Account
ing and Auditing of the AICPA was working actively on the subject in cooperation with industry
groups. The Release set forth certain disclosure requirements pending resolution of the question
of accrual.
51. The AICPA committee’s report (dated July 17, 1973) was in the form of a memorandum
setting forth the views of those committee members favoring and those opposing accrual of losses
from future catastrophes. In the course of its study, the AICPA committee had gathered consid
erable data on the subject, in part from a survey of member companies of the American Insurance
Association, and this information was made available to the Board.
52. On August 2, 1973, the SEC announced in Accounting Series Release No. 145 that
property and casualty insurance companies should not change their method of accounting for
catastrophe losses “until a single method has been adopted by the Financial Accounting Standards
Board.”
53. The Board issued the Discussion Memorandum on March 13, 1974, and held a public
hearing on the subject on May 13, 1974. The Board received 87 position papers, letters of com
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ment, and outlines of oral presentations in response to the Discussion Memorandum. Eighteen
presentations were made at the public hearing.
54.
An Exposure Draft of a proposed Statement on “Accounting for Contingencies” was
issued on October 21, 1974. The Board received 212 letters of comment on the Exposure Draft.

Appendix C
BASIS FOR CONCLUSIONS
55. This Appendix discusses factors deemed significant by members of the Board in reaching
the conclusions in this Statement, including various alternatives considered and reasons for ac
cepting some and rejecting others.
SCOPE OF THIS STATEMENT
56. Some respondents to the Exposure Draft proposed that the Statement not deal with
accrual and disclosure of loss contingencies in general but, rather, only with the following three
specific matters: “self-insurance,” risks of losses from catastrophes assumed by property and
casualty insurance companies including reinsurance companies, and threat of expropriation. As
the basis for that position, they noted that the Discussion Memorandum considered those three
matters at length. Other respondents suggested that catastrophe losses be dealt with in a sepa
rate Statement.
57. The Board has concluded, however, that the broad issue of accrual and disclosure of loss
contingencies should be dealt with in a single Statement, just as the Discussion Memorandum
encompassed “the broad issue of accounting for future losses.”10 As the Discussion Memorandum
stated, “future losses of all types presently known to affect enterprises and new types of future
losses that may arise are conceptually included in the scope of this project.” The three matters
dealt with at length in the Discussion Memorandum were used “as examples to assist in the
evaluation and development of criteria for accounting for future losses,” and other examples were
discussed. The Board has concluded that loss contingencies such as those given as examples in
paragraph 4 of this Statement have common characteristics and that questions about accounting
for and reporting of those contingencies should be resolved comprehensively. It is for that reason,
also, that the Board believes it inappropriate to deal with catastrophe losses in a separate State
ment.
58. A question has been raised whether uncollectibility of receivables and product warranties
constitute contingencies within the scope of this Statement. The Board recognizes that uncertain
ties associated with uncollectibility of some receivables and some product warranties are likely to
be, in part, inherent in making accounting estimates (described in paragraph 2) as well as, in part,
the type of uncertainties that give rise to a contingency (described in paragraph 1). The Board
believes that no useful purpose would be served by attempting to distinguish between those two
types of uncertainties for purposes of establishing conditions for accrual of uncollectible receiv
ables and product warranties. Consequently, those matters are deemed to be contingencies within
the definition of paragraph 1 and should be accounted for pursuant to the provisions of this
Statement.
ACCRUAL OF LOSS CONTINGENCIES
59.
Paragraph 8 requires that a loss contingency be accrued if the two specified conditions
are met. The purpose of those conditions is to require accrual of losses when they are reasonably

10The Board believes that contingencies is a more descriptive term than future losses, and the Discussion Memoran
dum indicated that the project would necessarily involve reconsideration of both A R B No. 50 and Chapter 6 of A R B No.

43.
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estimable and relate to the current or a prior period. The requirement that the loss be reasonably
estimable is intended to prevent accrual in the financial statements of amounts so uncertain as to
impair the integrity of those statements. The Board has concluded that disclosure is preferable to
accrual when a reasonable estimate of loss cannot be made. Further, even losses that are reason
ably estimable should not be accrued if it is not probable that an asset has been impaired or a
liability has been incurred at the date of an enterprise’s financial statements because those losses
relate to a future period rather than the current or a prior period. Attribution of a loss to events or
activities of the current or prior periods is an element of asset impairment or liability incurrence.
60. In establishing the conditions in paragraph 8, Board members considered the factors
discussed in paragraphs 61-101. Individual Board members gave greater weight to some factors
than to others.

Accounting Accruals Do Not Provide Protection Against Losses
61. Accrual of a loss related to a contingency does not create or set aside funds to lessen the
possible financial impact of a loss, although some respondents to the Discussion Memorandum and
the Exposure Draft argued to the contrary. The Board believes that confusion exists between
accounting accruals (sometimes referred to as “accounting reserves”) and the reserving or setting
aside of specific assets to be used for a particular purpose or contingency. Accounting accruals are
simply a method of allocating costs among accounting periods and have no effect on an enterprise’s
cash flow. An enterprise may choose to maintain or have access to sufficient liquid assets to
replace or repair lost or damaged property or to pay claims in case a loss occurs. Alternatively, it
may transfer the risk to others by purchasing insurance. Those are financial decisions, and if
enterprise management decides to do neither, the presence or absence of an accrued credit balance
on the balance sheet will have no effect on the consequences of that decision. The accounting
standards set forth in this Statement do not affect the fundamental business economics of that
decision.
62. In that regard, some respondents to the Discussion Memorandum and the Exposure
Draft contended that an accounting standard that does not permit periodic accrual of so-called
“self-insurance reserves” and, in the case of insurance companies, so-called “catastrophe re
serves” will force enterprises to purchase insurance or reinsurance because the “protection”
afforded by the accrual would no longer exist. Those accruals, however, in no way protect the
assets available to replace or repair uninsured property that may be lost or damaged, or to satisfy
claims that are not covered by insurance, or, in the case of insurance companies, to satisfy the
claims of insured parties. Accrual, in and of itself, provides no financial protection that is not
available in the absence of accrual.
63. The sole result of accrual, for financial accounting and reporting purposes, is allocation of
costs among accounting periods. Some respondents to the Discussion Memorandum and the Ex
posure Draft took the position that estimated losses from loss contingencies should be accrued
even before available information indicates that it is probable that an asset has been impaired or a
liability has been incurred to avoid reporting net income that fluctuates widely from period to
period. In their view, financial statement users may be misled by those fluctuations. They believe
that estimated losses should be accrued without regard to whether the loss relates to the current
period if, based on experience, it is reasonable to expect losses sometime in the future.
64. Financial statement users have indicated, however, that information about earnings
variability is important to them. Two elements often cited as basic to the decision models of many
financial statement users are (a) expected return—the predicted amount and timing of the return
on an investment—and (b) risk—the variability of that expected return. If the nature of an
enterprise’s operations is such that irregularities in the incurrence of losses cause variations in
periodic net income, that fact should not be obscured by accruing for anticipated losses that do not
relate to the current period.
65. The Board recognizes that some investors may have a preference for investments in
enterprises having a stable pattern of earnings, because that indicates lesser uncertainty or risk
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than fluctuating earnings. That preference, in turn, is perceived by many as having a favorable
effect on the market prices of those enterprises’ securities. If accruals for such matters as future
uninsured losses and catastrophes were prohibited, some respondents contended, enterprises
would be forced to purchase insurance or reinsurance to achieve the more stable pattern of
reported earnings that tends to accompany the use of an “accounting reserve.” Insurance or
reinsurance reduces or eliminates risks and the inherent earnings fluctuations that accompany
risks. Unlike insurance and reinsurance, however, the use of “accounting reserves” does not
reduce or eliminate risk. The Board rejects the contention, therefore, that the use of “accounting
reserves” is an alternative to insurance and reinsurance in protecting against risk. Earnings
fluctuations are inherent in risk retention, and they should be reported as they occur. The Board
cannot sanction the use of an accounting procedure to create the illusion of protection from risk
when, in fact, protection does not exist.
66. The Board has also considered the argument that periodic accrual of losses without
regard to whether an asset has been impaired or liability incurred is justified on grounds of
comparability of financial statements among enterprises. Some respondents contended, for exam
ple, that accrual is necessary to make the financial statements of enterprises that do not purchase
insurance comparable to those of enterprises that do purchase insurance (and report the pre
miums as expenses) and to make the financial statements of property and casualty insurance
companies comparable regardless of the extent to which reinsurance has been purchased. In the
Board’s view, however, to report activity when there has been none would obscure a fundamental
difference in circumstance between enterprises that transfer risks to others and those that do not.

Financial Accounting and Reporting Reflects Primarily
the Effects of Past Transactions and Existing Conditions
67. Financial accounting and reporting reflects primarily the effects of past transactions and
existing conditions, not future transactions or conditions. For example, paragraph 35 of APB
Statement No. 4, “Basic Concepts and Accounting Principles Underlying Financial Statements of
Business Enterprises,” states:
Financial accounting and financial statements are primarily historical in that informa
tion about events that have taken place provides the basic data of financial accounting
and financial statements.
68. The first condition in paragraph 8—that a loss contingency not be accrued until it is
probable that an asset has been impaired or a liability has been incurred—is consistent with this
concept of financial accounting and financial statements. That condition is not so past-oriented
that accrual of a loss must await the occurrence of the confirming future event, for example, final
adjudication or settlement of a lawsuit. The condition requires only that it be probable that the
confirming future event will occur. The condition is intended to prohibit the recognition of a
liability when it is not probable that one has been incurred and to prohibit the accrual of an asset
impairment when it is not probable that an asset of an enterprise has been impaired.

The Concept of a Liability
69. In many cases, the accrual of a loss contingency results in the recording of a liability, for
example, accruals for a probable tax assessment, a warranty obligation, or a probable loss result
ing from the guarantee of indebtedness of others. In the course of its deliberations, therefore, the
Board found it relevant to consider the concept of a liability as expressed in accounting literature.
70. The economic obligations of an enterprise are defined in paragraph 58 of APB Statement
No. 4 as “its present responsibilities to transfer economic resources or provide services to other
entities in the future.” Two aspects of that definition are especially relevant to accounting for
contingencies: first, that liabilities are present responsibilities and, second, that they are obliga
tions to other entities. Those notions are supported by other definitions of liabilities in published
accounting literature, for example:
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Liabilities are claims of creditors against the enterprise, arising out of past activities,
that are to be satisfied by the disbursement or utilization of corporate resources.11
A liability is the result of a transaction of the past, not of the future.12
71. The condition in paragraph 8(a)—that a loss contingency shall be accrued if it is probable
that a liability has been incurred—is intended to proscribe recognition of losses that relate to
future periods but to require accrual of losses that relate to the current or a prior period (assuming
the amount of loss can be reasonably estimated—see paragraph 8(b)).
72. Liability definitions also generally require that the amount of an economic obligation be
known or susceptible of reasonable estimation before it is recorded as a liability. For example:
[Liabilities] are measured by cash received, by the established price of noncash assets
or services received, or by estimates of a definitive character when the amount owing
cannot be measured more precisely.13
The amount of the liability must be the subject of calculation or of close estimation.14
73. The condition in paragraph 8(b)—that an estimated loss from a loss contingency not be
accrued until the amount of loss can be reasonably estimated—is consistent with this feature of
the liability concept.

Accounting for Impairment of Value of Assets
74. The accrual of some loss contingencies may result in recording the impairment of the
value of an asset rather than in recording a liability, for example, accruals for expropriation of
assets or uncollectible receivables. Accounting presently recognizes impairments of the value of
assets such as the following:
a) Paragraph 9 of Chapter 3A, “Current Assets and Current Liabilities,” of ARB No. US
provides that “in the case of marketable securities where market value is less than cost
by a substantial amount and it is evident that the decline in market value is not due to a
mere temporary condition, the amount to be included as a current asset should not
exceed the market value.”
b) Statement 5 of Chapter 4, “Inventory Pricing,” of ARB No. US states that “a departure
from the cost basis of pricing the inventory is required when the utility of the goods is no
longer as great as its cost. . . . A loss of utility is to be reflected as a charge against the
revenues of the period in which it occurs.”
c) Paragraph 19(h) of APB Opinion No. 18, “The Equity Method of Accounting for In
vestments in Common Stock,” states that “a loss in value of an investment which is other
than a temporary decline should be recognized the same as a loss in value of other
long-term assets.”
d) Paragraph 15 of APB Opinion No. SO, “Reporting the Results of Operations,” states
that “if a loss is expected from the proposed sale or abandonment of a segment, the
estimated loss should be provided for at the measurement date. . . .” Paragraph 14
states that the measurement date is the date on which management “commits itself to a
formal plan to dispose of a segment of the business, whether by sale or abandonment.”
e) Paragraph 183 of APB Statement No. 4 states that “when enterprise assets are damaged
by others, asset amounts are written down to recoverable costs and a loss is recorded.”
75. A recurring principle underlying all of these references to asset impairments in the
accounting literature is that a loss should not be accrued until it is probable that an asset has been

11American Accounting Association, Accounting and Reporting Standards fo r Corporate Financial Statements and
Preceding Statements and Supplements (Sarasota, Fla.: AAA, 1957), p. 16.
12Maurice Moonitz, “The Changing Concept of Liabilities,” The Journal o f Accountancy, May 1960, p. 44.
13American Accounting Association, Accounting and Reporting Standards for Corporate Financial Statements,
p. 16.
14Maurice Moonitz, “The Changing Concept of Liabilities,” p. 44.
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impaired and the amount of the loss can be reasonably estimated. As indicated by those refer
ences, impairment is recognized, for instance, when a non-temporary decline in the market price
of marketable securities below cost has taken place , when the utility of inventory is no longer as
great as its cost, when a commitment, in terms of a formal plan, has been made to abandon a
segment of a business or to sell a segment at less than its carrying amount, when enterprise assets
are damaged, and so forth. The condition in paragraph 8(a) is intended to proscribe accrual of
losses that relate to future periods, and the condition in paragraph 8(b) further requires that the
amount of loss be reasonably estimable before it is accrued.

The Matching Concept
76. A number of respondents to the Discussion Memorandum and the Exposure Draft noted
that losses from certain types of contingencies are likely to occur irregularly over an extended
period of time encompassing a number of accounting periods. In their view, the matching process
in accounting requires that estimated losses from those types of contingencies be accrued in each
accounting period even if not directly related to events or activities of the period.
77. APB Statement No. 4 explicitly avoids using the term “matching” because it has a variety
of meanings in the accounting literature. In its broadest sense, matching refers to the entire
process of income determination—described in paragraph 147 of APB Statement No. 4 as “iden
tifying, measuring, and relating revenue and expenses of an enterprise for an accounting period.”
Matching may also be used in a more limited sense to refer only to the process of expense
recognition or in an even more limited sense to refer to the recognition of expenses by associating
costs with revenue on a cause and effect basis.
78. Three pervasive principles for recognizing costs as expenses are set forth in paragraphs
156-160 of APB Statement No. 4 as follows:
Associating Cause and Effect. . . . Some costs are recognized as expenses on the basis
of a presumed direct association with specific revenue . . . recognizing them as ex
penses accompanies recognition of the revenue.
Systematic and Rational Allocation. . . . If an asset provides benefits for several
periods its cost is allocated to the periods in a systematic and rational manner in the
absence of a more direct basis for associating cause and effect.
Immediate Recognition. Some costs are associated with the current accounting period
as expenses because (1) costs incurred during the period provide no discernible future
benefits, (2) costs recorded as assets in prior periods no longer provide discernible
benefits or (3) allocating costs either on the basis of association with revenue or among
several accounting periods is considered to serve no useful purpose.
79. Some who believe that matching requires accrual of losses that are likely to occur irregu
larly over an extended period of time encompassing a number of accounting periods cite the
systematic and rational allocation principle of expense recognition as justification for their posi
tion. That principle, however, involves the systematic and rational allocation of the cost of an
asset (an asset that has been acquired) throughout the estimated periods that the asset provides
benefits or the systematic and rational accrual of the amount of some obligations (obligations that
have been incurred) throughout the estimated periods that the obligations are incurred. The
customary depreciation of plant and equipment is an example of the former; when reasonably
estimable, the accrual of vacation pay is an example of the latter. The systematic and rational
allocation principle has no application to assets that are expected to be acquired in the future or to
obligations that are expected to be incurred in the future.
80. Matching, in the sense of recognizing expenses by associating costs with specific revenue
on a cause and effect basis, is a consideration in relation to accrual for such matters as uncollectible
receivables and warranty obligations. For example, most enterprises that make credit sales or
warrant their products or services regularly incur losses from uncollectible receivables and war
ranty obligations. Frequently, those losses can be associated with revenue on a cause and effect
basis. If the amount of those losses can be reasonably estimated, paragraph 8 of this Statement
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requires accrual if it is probable that an asset has been impaired (estimated uncollectible receiv
ables) or that a liability has been incurred (estimated warranty claims).

Spreading the Burden of Irregularly Occurring Costs
to Successive Generations of Customers and Shareholders
81. Some respondents to the Discussion Memorandum and the Exposure Draft contended
that all costs of doing business should be accrued in each accounting period so that successive
generations of customers and shareholders would bear their share of all costs including those that
occur irregularly. It would seem, however, that those irregularly occurring costs are usually
borne by customers through pricing policy and that pricing is not necessarily dependent upon
financial accounting and reporting practices. With regard to accrual on grounds that it enables
successive generations of shareholders to bear their share of irregularly occurring costs, see
paragraphs 63-65.
Conservatism
82. On the grounds of conservatism, some respondents supported accrual of estimated losses
from loss contingencies before available information indicates that it is probable that an asset has
been impaired or a liability has been incurred. Conservatism is indicated as one of the “charac
teristics and limitations” of financial accounting in paragraph 35 of APB Statement No. 4 as
follows:
Conservatism. The uncertainties that surround the preparation of financial statements
are reflected in a general tendency toward early recognition of unfavorable events and
minimization of the amount of net assets and net income.
83. Conservatism is further discussed in paragraph 171 of APB Statement No. 4:

Conservatism. Frequently, assets and liabilities are measured in a context of signifi
cant uncertainties. Historically, managers, investors, and accountants have generally
preferred that possible errors in measurement be in the direction of understatement
rather than overstatement of net income and net assets. This has led to the convention
of conservatism. . . .
84. The conditions for accrual in paragraph 8 are not inconsistent with the accounting concept
of conservatism. Those conditions are not intended to be so rigid that they require virtual cer
tainty before a loss is accrued. They require only that it be probable that an asset has been
impaired or a liability has been incurred and that the amount of loss be reasonably estimable. In
the absence of that probability or estimability, however, the Board has concluded that disclosure
is preferable to accruing in the financial statements amounts so uncertain as to impair the integ
rity of the financial statements.

Risk of Future Loss or Damage of Enterprise Property, Injury to Others,
Damage to the Property of Others, and Business Interruption
85. Some persons contend that the decision not to purchase insurance against losses that can
be reasonably expected some time in the future (such as risk of loss or damage of enterprise
property, injury to others, damage to the property of others, and business interruption) justifies
periodic accrual for those losses without regard to whether it is probable that an asset has been
impaired or a liability incurred at the date of the financial statements. As a basis for their position,
they frequently cite the following factors: matching of revenue and expense, spreading the burden
of irregularly occurring costs to successive generations of customers, and conservatism. They also
believe that accrual of estimated losses from those types of risks improves the comparability of the
financial statements of enterprises that do not insure with those of enterprises that purchase
insurance. Some contend that a prohibition against periodic accrual for uninsured losses will force
enterprises to purchase insurance coverage that would not otherwise be purchased.
86. In the Board’s judgment, however, the mere existence of risk, at the date of an enter
prise’s financial statements, does not mean that a loss should be accrued. Anticipation of asset
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impairments or liabilities or losses from business interruption that do not relate to the current or a
prior period is not justified by the matching concept.
87. The Board’s views regarding the contention that periodic accrual for uninsured losses is a
way of providing protection against loss and improving comparability among enterprises that do
and do not purchase insurance, and the contention that prohibition of accrual will force enterprises
to purchase insurance, are discussed in paragraphs 61-66. The Board’s position regarding periodic
accrual for uninsured risks and other loss contingencies on the grounds of spreading the burden of
irregularly occurring costs to successive generations of customers or on the grounds of conser
vatism is discussed in paragraphs 81-84.
88. Some respondents to the Exposure Draft said that prohibition against periodic accrual for
uninsured losses would be detrimental to government contractors because requirements of Fed
eral government agencies in auditing costs subject to procurement regulations currently allow
reimbursement for periodic accruals for uninsured losses only if they are included in the
contractor’s financial statements. Contract reimbursement and financial accounting and reporting
may well have different objectives. Accordingly, the provisions of this Statement may not be
appropriate for contract reimbursement purposes.

Catastrophe Losses of Property and Casualty Insurance Companies
89. At the time that a property and casualty insurance company or reinsurance company
issues an insurance policy covering risk of loss from catastrophes, a contingency arises. The
contingency is the risk of loss assumed by the insurance company, that is, the risk of loss from
catastrophes that may occur during the term of the policy.
90. Some respondents to the Discussion Memorandum and the Exposure Draft proposed that
insurance companies accrue estimated losses from catastrophes including both those that may
occur during the terms of insurance policies in force and those that may occur beyond the terms of
policies in force. Other respondents proposed that some portion of the premium revenue of a
property and casualty insurance company be deferred beyond the terms of insurance policies in
force to provide what, in substance, is an estimated liability for future catastrophe losses. Some
respondents proposed that accrual of estimated losses or deferral of premiums be permitted but
not required. On the other hand, some respondents to the Discussion Memorandum and the
Exposure Draft were opposed to any accrual for future catastrophe losses by means of an esti
mated liability or deferral of premium revenue. Because those estimated liabilities and revenue
deferrals have come to be referred to as “catastrophe reserves,” that term will be used in para
graphs 91-101 for convenience.
91. In response to the Exposure Draft, it was recommended that the FASB appoint a special
committee to study further the matter of catastrophe reserve accounting and to make recommen
dations thereon. The Board has concluded, however, that its own research and that of others
(mentioned in Appendix B to this Statement and summarized in the Discussion Memorandum),
the written responses received to the Discussion Memorandum, the presentations made at the
public hearing, and the letters of comment on the Exposure Draft provide the Board with suffi
cient information with which to reach a conclusion.
92. Proponents of catastrophe reserve accounting generally cite the following reasons for
their position:
a) Catastrophes certain to occur. Over the long term, catastrophes are certain to occur;
therefore, they are not contingencies.
b) Predictability of catastrophe losses. On the basis of experience and by application of
appropriate statistical techniques, catastrophe losses can be predicted over the long
term with reasonable accuracy.
c) Matching. Some portion of property and casualty insurance premiums is intended to
cover losses that usually occur infrequently and at intervals longer than both the terms
of the policies in force and the financial accounting and reporting period. Catastrophe
losses should, therefore, be accrued when the revenue is recognized (or premiums should
be deferred beyond the terms of policies in force to periods in which the catastrophes
occur) to match catastrophe losses with the related revenue.
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Stabilization of reported income. Catastrophe reserve accounting stabilizes reported
income and avoids erratic variations caused by irregularly occurring catastrophes.
e) Comparability. Reinsurance premiums paid by a prime insurer are said to be similar to
accrual of catastrophe losses prior to their occurrence because the reinsurance premiums
paid reduce income before a catastrophe loss occurs. Accrual of catastrophe losses as an
expense prior to occurrence of a catastrophe makes the financial statements of property
and casualty insurance companies comparable regardless of the extent to which reinsur
ance has been purchased.
f) Non-accrual wouldforce purchase of reinsurance. Non-accrual of catastrophe losses will
force property and casualty insurance companies to purchase reinsurance.
g) Generations of policyholders. Periodic accrual of estimated catastrophe losses charges
each generation of policyholders with its share of the loss through the premium struc
ture.
93. The Board does not find those arguments persuasive. The fact that over the long term
catastrophes are certain to occur does not justify accrual before the catastrophes occur. As stated
in paragraph 59, the purpose of the conditions for accrual in paragraph 8 is to require accrual of
losses if they are reasonably estimable and relate to the current or a prior period. An enterprise
may know with certainty, for example, next year’s administrative salaries, but that does not
justify accrual in the current accounting period because those salaries do not relate to that period.
As indicated in paragraphs 67-68, financial accounting and reporting reflects primarily the effects
of past transactions and existing conditions, not future transactions or conditions; accrual for
losses from catastrophes that are expected to occur beyond the terms of insurance policies in force
would amount to accrual of a liability before one has been incurred. Existing policyholders are
insured only during the period covered by their insurance contracts; an insurance company is not
presently obligated to policyholders for catastrophes that may occur after expiration of their
policies. Accrual for those catastrophe losses would record a liability that is inconsistent with the
concept of a liability discussed in paragraphs 69-73.
94. The Board recognizes that the costs of catastrophes to insurance companies are large and
are incurred irregularly and that insurance companies recoup those costs in the long run through
periodic adjustments in the premiums charged to policyholders. It is the view of the Board,
however, that the long-run nature of pricing of premiums should not be a determinant of the time
when a liability is recorded.
95. The AICPA Industry Audit Guide, “Audits of Fire and Casualty Insurance Companies,”
describes accounting for premiums as follows (pp. 24-25):
d)

As soon as a policy is issued promising to indemnify for loss, the insurance company
incurs a potential liability. The company may be called upon to pay the full amount of
the policy, a portion of the policy, or nothing. It would be impossible to try to measure
the liability under a single policy. However, since insurance is based on the law of
averages, one may estimate from experience the loss of a large number of policies.
As state supervision of insurance developed, the insurance departments set about
providing a legal basis for determining the potential liability under outstanding policies
in order to establish an ample reserve for the protection of policyholders and provide a
uniform method of calculation. It was recognized that, since the premium is expected to
pay losses and expenses, and provide a margin of profit over the term of the policy, the
portion measured by the unexpired term should be adequate to pay policy liabilities
(principally losses and loss expenses) and return premiums during the unexpired term
on a uniform basis for all companies. Therefore the unearned premium was adopted as
the basis for computing the unknown liability on unexpired policies.
96. Because unearned premiums represents the “unknown liability,” the Board is of the view
that it is inappropriate to accrue an additional amount as an estimate for that same unknown
liability. Further, in the Board’s view, deferral of premiums beyond the terms of policies in force
is inconsistent with the concept of revenue recognition set forth in the Audit Guide and is without
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any conceptual basis. Moreover the Board believes that its conclusion regarding the time at which
accruals shall be made for catastrophic losses is consistent with the Audit Guide. It should be
noted that this Statement does not prohibit (and, in fact, requires) accrual of a net loss (that is, a
loss in excess of deferred premiums) that probably will be incurred on insurance policies that are
in force provided that the loss can be reasonably estimated, just as accrual of net losses on
long-term construction-type contracts is required (see ARB No. 45, “Long-Term ConstructionType Contracts”).
97. With respect to catastrophes that may occur within the terms of policies in force, to
satisfy the conditions for accrual in paragraph 8, the occurrence of catastrophes would have to be
probable during the terms of those policies, and the amounts of losses therefrom would have to be
reasonably estimable. The letters of comment and position papers received in response to the
Discussion Memorandum and the Exposure Draft and presentations at the public hearing lead the
Board to conclude that neither the timing of catastrophes nor the amounts of losses therefrom are
reasonably predictable within the terms of policies in force.
98. The Board is of the view that accrual of losses from catastrophes is not justified by the
accounting concept of matching. Systematic and rational allocation does not apply to costs that
have not been incurred. The Board recognizes that large and irregularly occurring costs must of
necessity be considered in systematically and rationally determining premiums to be charged to
customers but does not believe that pricing considerations should dictate the accrual of losses for
financial accounting purposes. The Board also does not believe that matching in the sense of
recognizing expenses by associating losses with specific revenue on a cause and effect basis is, in
and of itself, a basis for accrual of catastrophe losses prior to the event causing the loss. The Board
believes that, for the reasons stated in paragraphs 94-96, there can be no presumed direct associa
tion with specific revenue prior to the event causing the catastrophe loss.
99. The Board’s views regarding justification of periodic accrual of catastrophe reserves on
grounds of (a) stabilizing reported income, (b) improving comparability among financial state
ments of insurance companies, and (c) preventing the “forced” purchase of reinsurance are dis
cussed in paragraphs 61-66.
100. The argument that accrual of catastrophe reserves enables each generation of policy
holders to bear its share of the losses through the premiums that it is charged is also questionable
because amounts established for premiums are not necessarily dependent on financial accounting
and reporting practices.
101. The Board considered the proposal that catastrophe reserve accounting be permitted
but not made mandatory. Whether it is probable that an asset has been impaired or a liability
incurred is determined by the circumstances, not by choice. Accordingly, the conditions for
accrual in paragraph 8 apply to all loss contingencies, including risk of loss from catastrophes
assumed by property and casualty insurance companies and reinsurance companies. In the
Board’s view, the use of different methods to report catastrophe losses in similar circumstances
cannot be justified.
APPLICABILITY TO LIFE INSURANCE COMPANIES
102.
Some respondents to the Exposure Draft inquired as to whether the conditions for
accrual in paragraph 8 are intended to change accounting practices of life insurance companies.
This Statement does not amend the AICPA Industry Audit Guide, “Audits of Stock Life Insur
ance Companies.”
DISCLOSURE OF NONINSURANCE
103.
A number of respondents to the Exposure Draft inquired as to whether it is the Board’s
intent to require disclosure of noninsurance or underinsurance. Some recommended that the
Board require disclosures with respect to uninsured risks that enterprises ordinarily insure
against. Others said that they were unable to define risks that would ordinarily be insured against
because the insurance practices of enterprises are so varied. Because of the problems involved in
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developing operational criteria for disclosure of noninsured or underinsured risks, this Statement
does not require disclosure of uninsured risks. However, the Board does not discourage those
disclosures in appropriate circumstances.
EFFECTIVE DATE AND TRANSITION
104.
The Board considered three alternative approaches to a change in the method of ac
counting for contingencies: (1) prior period adjustment, (2) the “cumulative effect” method de
scribed in APB Opinion No. 20, “Accounting Changes,” and (3) retention of amounts accrued for
contingencies that do not meet the conditions for accrual in paragraph 8 until those amounts are
exhausted by actual losses charged thereto. The Exposure Draft had proposed the change be
effected by the prior period adjustment method. A large number of respondents to the Exposure
Draft, however, opposed the prior period adjustment method for a number of reasons, including
significant difficulties involved in determining the degree of probability and estimability that had
existed in prior periods as would have been required if the conditions in paragraph 8 were applied
retroactively. On further consideration of all the circumstances, the Board has concluded that use
of the “cumulative effect” method described in APB Opinion No. 20 represents a satisfactory
solution and has concluded that the effective date in paragraph 20 is advisable.
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APPENDIX B
STATEMENT OF FINANCIAL ACCOUNTING STANDARDS NO. 11*
ACCOUNTING FOR CONTINGENCIES—TRANSITION METHOD
An Amendment of FASB Statement No. 5
December 1975

INTRODUCTION AND BACKGROUND INFORMATION
1. FASB Statement No. 5, “Accounting for Contingencies,” was issued by the Board in
March 1975. With respect to that Statement’s effective date and transition, paragraph 20 of that
Statement reads as follows:
This Statement shall be effective for fiscal years beginning on or after July 1, 1975,
although earlier application is encouraged. A change in accounting principle resulting
from compliance with paragraph 8 or 14 of this Statement shall be reported in accor
dance with APB Opinion No. 20, “Accounting Changes.” Accordingly, except in the
special circumstances referred to in paragraphs 29-30 of APB Opinion No. 20, the
cumulative effect of the change on retained earnings at the beginning of the year in
which the change is made shall be included in net income of the year of the change, and
the disclosures specified in APB Opinion No. 20 shall be made. Reclassification of an
appropriation of retained earnings to comply with paragraph 15 of this Statement shall
be made in any financial statements for periods before the effective date of this State
ment, or financial summaries or other data derived therefrom, that are presented after
the effective date of this Statement.
2. In Appendix C, “Basis for Conclusions,” of that Statement, paragraph 104 reads as fol
lows:
The Board considered three alternative approaches to a change in the method of ac
counting for contingencies: (1) prior period adjustment, (2) the “cumulative effect”
method described in APB Opinion No. 20, “Accounting Changes,” and (3) retention of
amounts accrued for contingencies that do not meet the conditions for accrual in parag
raph 8 until those amounts are exhausted by actual losses charged thereto. The Expos
ure Draft had proposed the change be effected by the prior period adjustment method.
A large number of respondents to the Exposure Draft, however, opposed the prior
period adjustment method for a number of reasons, including significant difficulties
involved in determining the degree of probability and estimability that had existed in
prior periods as would have been required if the conditions in paragraph 8 were applied
retroactively. On further consideration of all the circumstances, the Board has con
cluded that use of the “cumulative effect” method described in APB Opinion No. 20
represents a satisfactory solution and has concluded that the effective date in para
graph 20 is advisable.
3.
The Exposure Draft of FASB Statement No. 5 proposed a transition requiring retroactive
restatement by prior period adjustment. In Appendix B, “Basis for Conclusions,” of the Exposure

*Copyright © 1975 by Financial Accounting Standards Board and reprinted with permission.
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Draft, the Board stated a preference for the prior period adjustment method because, in its
judgment at the time, it would provide the most useful information for comparing financial data
for periods after the adoption of the Statement with prior periods.
4. The Board recently issued FASB Statement No. 8, “Accounting for the Translation of
Foreign Currency Transactions and Foreign Currency Financial Statements.” With respect to
that Statement’s effective date and transition, paragraphs 35 and 36 of that Statement read as
follows:
This Statement shall be effective for fiscal years beginning on or after January 1,
197614, although earlier application is encouraged. Thereafter, if financial statements
for periods before the effective date, and financial summaries or other data derived
therefrom, are presented, they shall be restated, if practicable, to conform to the
provisions of paragraphs 7-31 of this Statement. In the year that this Statement is first
applied, the financial statements shall disclose the nature of any restatement and its
effect on income before extraordinary items, net income, and related per share
amounts for each period restated.
If restatement of financial statements or summaries for all prior periods presented is
not practicable, information presented shall be restated for as many consecutive
periods immediately preceding the effective date of this Statement as is practicable,
and the cumulative effect of applying paragraphs 7-31 on the retained earnings at the
beginning of the earliest period restated (or at the beginning of the period in which the
Statement is first applied if it is not practicable to restate any prior periods) shall be
included in determining net income of that period (see paragraph 20 of APB Opinion
No. 20, “Accounting Changes”).15 The effect on income before extraordinary items, net
income, and related per share amounts of applying this Statement in a period in which
the cumulative effect is included in determining net income shall be disclosed for that
period, and the reason for not restating all of the prior periods presented shall be
explained.
5. Although the Exposure Draft of FASB Statement No. 8 indicated that transition under
that Statement would be required in accordance with paragraphs 19-21, 25, and 39 of APB
Opinion No. 20 (viz., to include in the determination of net income in the year of change the effect
of the accounting change), in the final Statement, the Board concluded that prior period restate
ment is the preferable method to provide useful information about foreign currency transactions
and foreign operations for comparing financial data for a number of periods. In Appendix D,
“Basis for Conclusions,” of that Statement, paragraphs 240 and 241 read as follows:
The Board concluded that because of the various methods of translation or of recogni
tion of exchange gains and losses now followed in practice and because of the complex
nature of the translation process, a prospective method of transition is not feasible. The
Board considered whether the transition should be by prior period restatement or by
cumulative effect adjustment (the method specified in the Exposure Draft). The Board
concluded that prior period restatement is the preferable method to provide useful
information about foreign currency transactions and foreign operations for purposes of
comparing financial data for periods after the effective date of this Statement with data
presented for earlier periods.
The Board recognizes, however, that the procedures called for by this Statement may
sometimes differ significantly from procedures followed in previous periods. In addi
tion, restatement requires the availability of records or information that an enterprise

14For enterprises having fiscal years of 52 or 53 weeks instead of the calendar year, this Statement shall be effective
for fiscal years beginning in late December 1975.
15Pro forma disclosures required by paragraphs 19(d) and 21 of APB Opinion No. 20 are not applicable.
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may no longer have or that its past procedures did not require. Therefore, if the effect
of the restatement on all individual periods presented cannot be computed or reason
ably estimated, the cumulative effect adjustment method shall be used in accordance
with paragraph 36.

Reconsideration of the Transition Method of FASB Statement No. 5
6. In considering and resolving the issue of transition in FASB Statement No. 8, the Board
was mindful that there were similarities in characteristics of certain accounts affected by FASB
Statement No. 8 and FASB Statement No. 5. As indicated in paragraph 104 of FASB Statement
No. 5, one of the factors that led the Board to conclude that use of the cumulative effect method
would be preferable to restatement of financial statements for prior periods was its concern about
the cases in which there might be significant difficulties in determining the degree of probability
and estimability that existed in the prior periods. After reconsideration of the differences in the
transition methods required by FASB Statements No. 5 and 8 and the factors that led the Board
to reach different conclusions on transition in those two Statements, the Board has concluded that
the cumulative effect method should not be required as it now is by FASB Statement No. 5 in
those cases in which the difficulties of determining probability and estimability retroactively are
not present. On reconsideration of all the circumstances, the Board has concluded that, in order to
provide the most useful information, it is preferable for an enterprise adopting FASB Statement
No. 5 to restate its financial statements for as many immediately preceding periods as is practica
ble in accordance with the revised transition method set forth in paragraph 10 of this Statement.
7. Some enterprises elected to apply FASB Statement No. 5 prior to its effective date (as
encouraged in paragraph 20 of the Statement) and issued annual or interim financial statements or
financial summaries or other data derived therefrom using the cumulative effect method of transi
tion. The Board considered whether those enterprises should now be required to conform to the
method of transition to FASB Statement No. 5 specified by this Statement. Although the Board
strongly encourages those enterprises to restate their financial statements in a manner similar to
that required of enterprises that did not elect early application, it has concluded that it should not
require them to do so.
8. An Exposure Draft of a proposed Statement on “Accounting for Contingencies— Transi
tion Method” was issued on October 3 1 , 1975. Forty-five letters were received in response to that
Exposure Draft.
9. The Board concluded that on the basis of existing data it could make an informed decision
on the matter addressed in this Statement without a public hearing and that the effective date in
paragraph 11 is advisable.
STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Amendment to FASB Statement No. 5
10. Paragraph 20 of FASB Statement No. 5 is amended to read as follows:
FASB Statement No. 5 shall be effective for fiscal years beginning on or after July 1,
1975, although earlier application is encouraged. Thereafter, if financial statements for
periods before the effective date, and financial summaries or other data derived there
from, are presented, they shall be restated, if practicable, to conform to the provisions
of paragraph 8 or 14 of FASB Statement No. 5.* In the year that the Statement is first
applied, the financial statements shall disclose the nature of any restatement and its
effect on income before extraordinary items, net income, and related per share
amounts for each period restated. If restatement of financial statements or summaries
for all prior periods presented is not practicable, information presented shall be re
stated for as many consecutive periods immediately preceding the effective date of
FASB Statement No. 5 as is practicable, and the cumulative effect of applying para-

*This does not alter the accounting for changes in estimates—see paragraph 31 of A P B Opinion No. 20.
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graph 8 or 14 on the retained earnings at the beginning of the earliest period restated
(or at the beginning of the period in which the Statement is first applied if it is not
practicable to restate any prior periods) shall be included in determining net income of
that period (see paragraph 20 of APB Opinion No. 20).** The effect on income before
extraordinary items, net income, and related per share amounts of applying FASB
Statement No. 5 in a period in which the cumulative effect is included in determining
net income shall be disclosed for that period, and the reason for not restating all of the
prior periods presented shall be explained. Reclassification of an appropriation of re
tained earnings to comply with paragraph 15 of FASB Statement No. 5 shall be made in
any financial statements for periods before the effective date of the Statement, or
financial summaries or other data derived therefrom, that are presented after the
effective date of the Statement.

Effective Date and Transition
11.
This amendment to FASB Statement No. 5 shall be effective retroactively to the effective
date of FASB Statement No. 5 except that enterprises that have issued financial statements for
annual or interim periods, or financial summaries or other data derived therefrom, prior to
January 1, 1976 based on the original transition requirement in paragraph 20 of FASB Statement
No. 5 are strongly encouraged but not required to comply with this Statement when those
financial statements or financial summaries or other data derived therefrom are subsequently
presented for the first time on or after January 1, 1976.
The provisions of this Statement need
not be applied to immaterial items.
This Statement was adopted by the affirmative votes of six members of the Financial Ac
counting Standards Board. Mr. Litke dissented.
Mr. Litke dissents because paragraph 11 of this Statement permits companies that have
issued financial statements using the cumulative effect method of transition to FASB Statement
No. 5 to elect not to change to the method specified by this Statement. He believes that the Board,
once having determined that restatement is the appropriate method of transition to FASB State
ment No. 5, should have required all companies to follow that method. In Mr. Litke’s judgment,
an important objective of the Board should be to eliminate, rather than create, accounting differ
ences among enterprises that are not justified by differences in underlying circumstances.

Members of the Financial Accounting Standards Board:
Marshall S. Armstrong, Chairman
Oscar S. Gellein
Donald J. Kirk
Arthur L. Litke
Robert E. Mays
Walter Schuetze
Robert T. Sprouse

**Pro forma disclosures required by paragraphs 19(d) and 21 of A P B Opinion No. 20 are not applicable.
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APPENDIX C
STATEMENT ON AUDITING STANDARDS NO. 12
INQUIRY OF A C LIE N TS LAWYER CONCERNING
LITIGATION, CLAIMS, AND ASSESSMENTS1

1. This Statement provides guidance on the procedures an independent auditor should con
sider for identifying litigation, claims, and assessments and for satisfying himself as to the finan
cial accounting and reporting for such matters when he is performing an examination in accor
dance with generally accepted auditing standards.
ACCOUNTING CONSIDERATIONS
2. Management is responsible for adopting policies and procedures to identify, evaluate, and
account for litigation, claims, and assessments as a basis for the preparation of financial state
ments in conformity with generally accepted accounting principles.
3. The standards of financial accounting and reporting for loss contingencies, including those
arising from litigation, claims, and assessments, are set forth in Statement of Financial Account
ing Standards No. 5, “Accounting for Contingencies.”2
AUDITING CONSIDERATIONS
4. With respect to litigation, claims, and assessments, the independent auditor should obtain
evidential matter relevant to the following factors:
a. The existence of a condition, situation, or set of circumstances indicating an uncertainty
as to the possible loss to an entity arising from litigation, claims, and assessments.
b. The period in which the underlying cause for legal action occurred.
c. The degree of probability of an unfavorable outcome.
d. The amount or range of potential loss.

Audit Procedures
5. Since the events or conditions that should be considered in the financial accounting for and
reporting of litigation, claims, and assessments are matters within the direct knowledge and,
often, control of management of an entity, management is the primary source of information about
such matters. Accordingly, the independent auditor’s procedures with respect to litigation,
claims, and assessments should include the following:
a. Inquire of and discuss with management the policies and procedures adopted for iden
tifying, evaluating, and accounting for litigation, claims, and assessments.
b. Obtain from management a description and evaluation of litigation, claims, and assess
ments that existed at the date of the balance sheet being reported on, and during the

1This Statement supersedes the commentary, “Lawyers' Letters,” January 1974 (AU section 1001), and auditing
interpretations of section 560.12 of SAS No. 1 on lawyers’ letters, January 1975 (AU section 9560.01-.26). It amends
section 560.12(d) to read as follows: “Inquire of client’s legal counsel concerning litigation, claims, and assessments (see
SAS No. 12).”
2Pertinent portions are reprinted in Exhibit I. Statement No. 5 also describes the standards of financial accounting
and reporting for gain contingencies. The auditor’s procedures with respect to gain contingencies are parallel to those
described in this SAS for loss contingencies.
93

period from the balance sheet date to the date the information is furnished, including an
identification of those matters referred to legal counsel, and obtain assurances from
management, ordinarily in writing, that they have disclosed all such matters required to
be disclosed by Statement of Financial Accounting Standards No. 5.
c.
Examine documents in the client’s possession concerning litigation, claims, and assess
ments, including correspondence and invoices from lawyers.
d. Obtain assurance from management, ordinarily in writing, that they have disclosed all
unasserted claims that the lawyer has advised them are probable of assertion and must
be disclosed in accordance with Statement of Financial Accounting Standards No. 5.
Also the auditor, with the client’s permission, should inform the lawyer that the client
has given the auditor this assurance. This client representation may be communicated by
the client in the inquiry letter or by the auditor in a separate letter.3
6. An auditor ordinarily does not possess legal skills and, therefore, cannot make legal
judgments concerning information coming to his attention. Accordingly, the auditor should re
quest the client’s management to send a letter of inquiry to those lawyers with whom they
consulted concerning litigation, claims, and assessments.
7. The independent auditor’s examination normally includes certain other procedures under
taken for different purposes that might also disclose litigation, claims, and assessments. Exam
ples of such procedures are as follows:
a. Reading minutes of meetings of stockholders, directors, and appropriate committees
held during and subsequent to the period being examined.
b. Reading contracts, loan agreements, leases, and correspondence from taxing or other
governmental agencies, and similar documents.
c. Obtaining information concerning guarantees from bank confirmation forms.
d. Inspecting other documents for possible guarantees by the client.

Inquiry of a Client’s Lawyer4
8. A letter of audit inquiry to the client’s lawyer is the auditor’s primary means of obtaining
corroboration of the information furnished by management concerning litigation, claims, and
assessments.5 Evidential matter obtained from the client’s inside general counsel or legal depart
ment may provide the auditor with the necessary corroboration. However, evidential matter
obtained from inside counsel is not a substitute for information outside counsel refuses to furnish.
9. The matters that should be covered in a letter of audit inquiry include, but are not limited
to, the following:
a. Identification of the company, including subsidiaries, and the date of the examination.
b. A list prepared by management (or a request by management that the lawyer prepare a
list) that describes and evaluates pending or threatened litigation, claims, and assess
ments with respect to which the lawyer has been engaged and to which he has devoted
substantive attention on behalf of the company in the form of legal consultation or
representation.
c. A list prepared by management that describes and evaluates unasserted claims and
assessments that management considers to be probable of assertion, and that, if as

3An example of a separate letter is as follows: We are writing to inform you that (name of company) has represented to
us that (except as set forth below and excluding any such matters listed in the letter of audit inquiry) there are no
unasserted possible claims that you have advised are probable of assertion and must be disclosed in accordance with
Statement of Financial Accounting Standards No. 5 in its financial statements at (balance sheet date) and for the (period)
then ended. (List unasserted possible claims, if any.) Such a letter should be signed and sent by the auditor.
4An illustrative inquiry letter to legal counsel is contained in the Appendix to this Statement.
5It is not intended that the lawyer be requested to undertake a reconsideration of all matters upon which he was
consulted during the period under examination for the purpose of determining whether he can form a conclusion regarding
the probability of assertion of any possible claim inherent in any of the matters so considered.
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serted, would have at least a reasonable possibility of an unfavorable outcome, with
respect to which the lawyer has been engaged and to which he has devoted substantive
attention on behalf of the company in the form of legal consultation or representation.
d. As to each matter listed in item b, a request that the lawyer either furnish the following
information or comment on those matters as to which his views may differ from those
stated by management, as appropriate:
(1) A description of the nature of the matter, the progress of the case to date, and the
action the company intends to take (for example, to contest the matter vigorously or
to seek an out-of-court settlement).
(2) An evaluation of the likelihood of an unfavorable outcome and an estimate, if one can
be made, of the amount or range of potential loss.
(3) With respect to a list prepared by management, an identification of the omission of
any pending or threatened litigation, claims, and assessments or a statement that
the list of such matters is complete.
e. As to each matter listed in item c, a request that the lawyer comment on those matters
as to which his views concerning the description or evaluation of the matter may differ
from those stated by management.
f.
A statement by the client that the client understands that whenever, in the course of
performing legal services for the client with respect to a matter recognized to involve an
unasserted possible claim or assessment that may call for financial statement disclosure,
the lawyer has formed a professional conclusion that the client should disclose or con
sider disclosure concerning such possible claim or assessment, the lawyer, as a matter of
professional responsibility to the client, will so advise the client and will consult with the
client concerning the question of such disclosure and the applicable requirements of
Statement of Financial Accounting Standards No. 5.
g. A request that the lawyer confirm whether the understanding described in item f is
correct.
h. A request that the lawyer specifically identify the nature of and reasons for any limita
tion on his response.
Inquiry need not be made concerning matters that are not considered material, provided the
client and the auditor have reached an understanding on the limits of materiality for this purpose.
10. In special circumstances, the auditor may obtain a response concerning matters covered
by the audit inquiry letter in a conference, which offers an opportunity for a more detailed
discussion and explanation than a written reply. A conference may be appropriate when the
evaluation of the need for accounting for or disclosure of litigation, claims, and assessments
involves such matters as the evaluation of the effect of legal advice concerning unsettled points of
law, the effect of uncorroborated information, or other complex judgments. The auditor should
appropriately document conclusions reached concerning the need for accounting for or disclosure
of litigation, claims, and assessments.
11. In some circumstances, a lawyer may be required by his Code of Professional Responsi
bility to resign his engagement if his advice concerning financial accounting and reporting for
litigation, claims, and assessments is disregarded by the client. When the auditor is aware that a
client has changed lawyers or that a lawyer engaged by the client has resigned, the auditor should
consider the need for inquiries concerning the reasons the lawyer is no longer associated with the
client.

Limitations on the Scope of a Lawyer’s Response6
12. A lawyer may appropriately limit his response to matters to which he has given substan

6The American Bar Association has approved a “Statement of Policy Regarding Lawyers’ Responses to Auditors’
Requests for Information,” which explains the concerns of lawyers and the nature of the limitations an auditor is likely to
encounter. That Statement of Policy is reprinted as Exhibit II for the convenience of readers, but is not an integral part of
this Statement.
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tive attention in the form of legal consultation or representation. Also, a lawyer’s response may be
limited to matters that are considered individually or collectively material to the financial state
ments, provided the lawyer and auditor have reached an understanding on the limits of material
ity for this purpose. Such limitations are not limitations on the scope of the auditor’s examination.
13. A lawyer’s refusal to furnish the information requested in an inquiry letter either in
writing or orally (see paragraphs 9 and 10) would be a limitation on the scope of the auditor’s
examination sufficient to preclude an unqualified opinion (see SAS No. 2, paragraphs 10 and 11).7
A lawyer’s response to such an inquiry and the procedures set forth in paragraph 5 provide the
auditor with sufficient evidential matter to satisfy himself concerning the accounting for and
reporting of pending and threatened litigation, claims and assessments. The auditor obtains
sufficient evidential matter to satisfy himself concerning reporting for those unasserted claims
and assessments required to be disclosed in financial statements from the foregoing procedures
and the lawyer’s specific acknowledgement of his responsibility to his client in respect of disclo
sure obligations (see paragraph 9g). This approach with respect to unasserted claims and assess
ments is necessitated by the public interest in protecting the confidentiality of lawyer-client
communications.

Other Limitations on a Lawyer’s Response
14. A lawyer may be unable to respond concerning the likelihood of an unfavorable outcome
of litigation, claims, and assessments or the amount or range of potential loss, because of inherent
uncertainties. Factors influencing the likelihood of an unfavorable outcome may sometimes not be
within a lawyer’s competence to judge; historical experience of the entity in similar litigation or
the experience of other entities may not be relevant or available; and the amount of the possible
loss frequently may vary widely at different stages of litigation. Consequently, a lawyer may not
be able to form a conclusion with respect to such matters. In such circumstances, the auditor
ordinarily will conclude that the financial statements are affected by an uncertainty concerning
the outcome of a future event which is not susceptible of reasonable estimation. If the effect of the
matter on the financial statements could be material, the auditor ordinarily will conclude that he
is unable to express an unqualified opinion (see SAS No. 2, paragraphs 21-26).
APPENDIX

Illustrative Audit Inquiry Letter to Legal Counsel
In connection with ah examination of our financial statements at (balance sheet
date) and for the (period) then ended, management of the Company has prepared, and
furnished to our auditors (name and address of auditors), a description and evaluation
of certain contingencies, including those set forth below involving matters with respect
to which you have been engaged and to which you have devoted substantive attention
on behalf of the Company in the form of legal consultation or representation. These
contingencies are regarded by management of the Company as material for this pur
pose (management may indicate a materiality limit if an understanding has been
reached with the auditor). Your response should include matters that existed at (bal
ance sheet date) and during the period from that date to the date of your response.
Pending or Threatened Litigation
(excluding unasserted claims)
[Ordinarily the information would include the following: (1) the nature of the litiga
tion, (2) the progress of the case to date, (3) how management is responding or intends
to respond to the litigation (for example, to contest the case vigorously or to seek an
7A refusal to respond should be distinguished from an inability to form a conclusion with respect to certain matters of
judgment (see paragraph 14). Also, lawyers outside the United States sometimes follow practices at variance with those
contemplated by this Statement to the extent that different procedures from those outlined herein may be necessary. In
such circumstances, the auditor should exercise judgment in determining whether alternative procedures are adequate to
comply with the requirements of this Statement.
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out-of-court settlement), and (4) an evaluation of the likelihood of an unfavorable out
come and an estimate, if one can be made, of the amount or range of potential loss.]
Please furnish to our auditors such explanation, if any, that you consider necessary to
supplement the foregoing information, including an explanation of those matters as to
which your views may differ from those stated and an identification of the omission of
any pending or threatened litigation, claims, and assessments or a statement that the
list of such matters is complete.

Unasserted Claims and Assessments (considered by management to be probable
of assertion, and that, if asserted, would have at least a reasonable possibility of
an unfavorable outcome)
[Ordinarily management’s information would include the following: (1) the nature
of the matter, (2) how management intends to respond if the claim is asserted, and (3)
an evaluation of the likelihood of an unfavorable outcome and an estimate, if one can be
made, of the amount or range of potential loss.] Please furnish to our auditors such
explanation, if any, that you consider necessary to supplement the foregoing informa
tion, including an explanation of those matters as to which your views may differ from
those stated.
We understand that whenever, in the course of performing legal services for us
with respect to a matter recognized to involve an unasserted possible claim or assess
ment that may call for financial statement disclosure, if you have formed a professional
conclusion that we should disclose or consider disclosure concerning such possible claim
or assessment, as a matter of professional responsibility to us, you will so advise us and
will consult with us concerning the question of such disclosure and the applicable
requirements of Statement of Financial Accounting Standards No. 5. Please specifi
cally confirm to our auditors that our understanding is correct.
Please specifically identify the nature of and reasons for any limitation on your
response.
[The auditor may request the client to inquire about additional matters, for exam
ple, unpaid or unbilled charges or specified information on certain contractually as
sumed obligations of the company, such as guarantees of indebtedness of others.]
The Statement entitled “Inquiry of a Client's Lawyer Concerning Litigation, Claims, and
Assessments” was adopted by the assenting votes of twenty members of the Committee, of whom
five, Messrs. Johnson, Konkel, Lisk, Wolf and Ziegler, assented with qualifications. Mr. Nelson
dissented.
Mr. Johnson approves the issuance of this Statement, but qualifies his assent with respect to
paragraph 14 because he believes it requires an auditor to express a qualified opinion in circum
stances where a modification of the auditor’s report is unwarranted. Statement of Financial
Accounting Standards No. 5, “Accounting for Contingencies,” constitutes the generally accepted
accounting principles for uncertainties, including those relating to litigation, claims, and assess
ments, and specifies conditions under which an accrual should be made to provide for expected
losses, and conditions under which only disclosure is required. In Mr. Johnson’s view, when
generally accepted accounting principles require disclosure of an uncertainty and prohibit accrual
for a possible loss and the financial statements are presented in conformity with those principles,
the auditor should modify his opinion only when he believes that resolution of the uncertainty will
have a material effect on the financial statements he is examining, as specified in SAS No. 2,
paragraph 24. Further, he believes that the criteria for qualification of an opinion because of an
uncertainty should be reconsidered in light of Statement No. 5.
Mr. Konkel approves issuance of this Statement but qualifies his assent with respect to
paragraph 10. He believes this paragraph should contain guidance that the auditor confirm with
the attorney in writing the conclusions so as to assure that a mutual understanding was reached.
Mr. Lisk approves issuance of this Statement but qualifies his assent with respect to para97

graphs 5 and 13. He believes the Statement should acknowledge explicitly that different criteria
exist for determining an unasserted claim that would need to be disclosed in the financial state
ments in conformity with generally accepted accounting principles as set forth in Statement of
Financial Accounting Standards No. 5 and an unasserted claim that a lawyer, following the
American Bar Association’s “Statement of Policy Regarding Lawyers’ Responses to Auditors’
Requests for Information,” would conclude should be disclosed. For example, the auditor in
accordance with paragraph 5(d) will obtain a representation from management that “they have
disclosed all unasserted claims that the lawyer has advised them are probable of assertion and
must be disclosed in accordance with Statement of Financial Accounting Standards No. 5.” How
ever, this would not necessarily cover all unasserted claims that should be disclosed under State
ment No. 5, because of the aforementioned difference between the criteria for unasserted claims
used by the lawyer and the auditor.
Mr. Ziegler and Mr. Wolf assent to the issuance of this Statement because they believe that
overall it represents a reasonable compromise solution of a long-standing controversy between the
legal and accounting professions, and it provides guidance which will assist independent auditors
in fulfilling their professional responsibilities. They qualify their assent, however, because they
believe the independent auditor, in applying the provisions of paragraphs 5, 9, and 13 of this
Statement, may have to rely too heavily on management’s representations and legal counsel’s
judgments with respect to the disclosures regarding uncertainties required by Statement of
Financial Accounting Standards No. 5. Specifically, they believe that the implicit assumption that
lawyers will be able to determine what is required to be disclosed by Statement No. 5 may be
unwarranted because of the different perspectives in which lawyers and independent auditors
view the significance of unasserted claims. Consequently, there is a possibility that there may be
undisclosed matters that the independent auditor would have determined required disclosure had
he been aware of them.
Mr. Nelson dissents to the publication of this Statement because he believes the Statement
should specifically acknowledge the difference between the disclosure requirements of Statement
of Financial Accounting Standards No. 5 and the matters on which a lawyer will respond under
the ABA’s “Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests for Infor
mation.” He believes that this Statement should have (a) required the audit inquiry letter to legal
counsel to directly request information on the existence of unasserted claims when assertion of a
claim is probable and there is a reasonable possibility that the outcome will be unfavorable, and (b)
specified that failure to receive a response to such inquiry would cause a limitation on the scope of
the auditor’s examination.
Mr. Nelson also believes that auditors and users of audited financial statements may not fully
appreciate the significance of the limitations placed on the auditor’s examination by a lawyer
responding in accordance with the ABA Statement of Policy.
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Exhibit I
STATEMENT OF FINANCIAL ACCOUNTING
STANDARDS NO. 5: ACCOUNTING FOR CONTINGENCIES

EXCERPTS F R O M

March 1975

The following exerpts are reprinted with the permission of
the Financial Accounting Standards Board
INTRODUCTION
1. For the purpose of this Statement, a contingency is defined as an existing condition,
situation, or set of circumstances involving uncertainty as to possible gain (hereinafter a “gain
contingency”) or loss1 (hereinafter a “loss contingency”) to an enterprise that will ultimately be
resolved when one or more future events occur or fail to occur. Resolution of the uncertainty may
confirm the acquisition of an asset or the reduction of a liability or the loss or impairment of an
asset or the incurrence of a liability. . . .
3. When a loss contingency exists, the likelihood that the future event or events will confirm
the loss or impairment of an asset or the incurrence of a liability can range from probable to
remote. This Statement uses the terms probable, reasonably possible, and remote to identify
three areas within that range, as follows:
a) Probable. The future event or events are likely to occur.
b) Reasonably possible. The chance of the future event or events occurring is more than
remote but less than likely.
c) Remote. The chance of the future event or events occurring is slight. . . .
STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Accrual of Loss Contingencies
8.
An estimated loss from a loss contingency (as defined in paragraph 1) shall be accrued by a
charge to income3 if both of the following conditions are met:
a) Information available prior to issuance of the financial statements indicates that it is
probable that an asset had been impaired or a liability had been incurred at the date of
the financial statements.4 It is implicit in this condition that it must be probable that one
or more future events will occur confirming the fact of the loss.
b) The amount of loss can be reasonably estimated.

1The term loss is used for convenience to include many charges against income that are commonly referred to as
expenses and others that are commonly referred to as losses.
Paragraphs 23-24 of A P B Opinion No. 9, “Reporting the Results of Operations,” describe the “rare” circumstances in
which a prior period adjustment is appropriate. Those paragraphs are not amended by this Statement.
4Date of the financial statements means the end of the most recent accounting period for which financial statements
are being presented.
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Disclosure of Loss Contingencies
9. Disclosure of the nature of an accrual5 made pursuant to the provisions of paragraph 8, and
in some circumstances the amount accrued, may be necessary for the financial statements not to
be misleading.
10. If no accrual is made for a loss contingency because one or both of the conditions in
paragraph 8 are not met, or if an exposure to loss exists in excess of the amount accrued pursuant
to the provisions of paragraph 8, disclosure of the contingency shall be made when there is at least
a reasonable possibility that a loss or an additional loss may have been incurred.6 The disclosure
shall indicate the nature of the contingency and shall give an estimate of the possible loss or range
of loss or state that such an estimate cannot be made. Disclosure is not required of a loss
contingency involving an unasserted claim or assessment when there has been no manifestation by
a potential claimant of an awareness of a possible claim or assessment unless it is considered
probable that a claim will be asserted and there is a reasonable possibility that the outcome will be
unfavorable.
11. After the date of an enterprise’s financial statements but before those financial state
ments are issued, information may become available indicating that an asset was impaired or a
liability was incurred after the date of the financial statements or that there is at least a reason
able possibility that an asset was impaired or a liability was incurred after that date. The informa
tion may relate to a loss contingency that existed at the date of the financial statements, e.g., an
asset that was not insured at the date of the financial statements. On the other hand, the informa
tion may relate to a loss contingency that did not exist at the date of the financial statements, e .g .,
threat of expropriation of assets after the date of the financial statements or the filing for bank
ruptcy by an enterprise whose debt was guaranteed after the date of the financial statements. In
none of the cases cited in this paragraph was an asset impaired or a liability incurred at the date of
the financial statements, and the condition for accrual in paragraph 8(a) is, therefore, not met.
Disclosure of those kinds of losses or loss contingencies may be necessary, however, to keep the
financial statements from being misleading. If disclosure is deemed necessary, the financial
statements shall indicate the nature of the loss or loss contingency and give an estimate of the
amount or range of loss or possible loss or state that such an estimate cannot be made. Occasion
ally, in the case of a loss arising after the date of the financial statements where the amount of
asset impairment or liability incurrence can be reasonably estimated, disclosure may best be made
by supplementing the historical financial statements with pro forma financial data giving effect to
the loss as if it had occurred at the date of the financial statements. It may be desirable to present
pro forma statements, usually a balance sheet only, in columnar form on the face of the historical
financial statements. . . .
Litigation, Claims, and Assessments
33.
The following factors, among others, must be considered in determining whether accrual
and/or disclosure is required with respect to pending or threatened litigation and actual or possi
ble claims and assessments:
a) The period in which the underlying cause (i.e., the cause for action) of the pending or
threatened litigation or of the actual or possible claim or assessment occurred.
b) The degree of probability of an unfavorable outcome.
c) The ability to make a reasonable estimate of the amount of loss.

5Terminology used shall be descriptive of the nature of the accrual (see paragraphs 57-64 of Accounting Terminology
Bulletin No. 1, “Review and Resume”).
6For example, disclosure shall be made of any loss contingency that meets the condition in paragraph 8(a) but that is
not accrued because the amount of loss cannot be reasonably estimated (paragraph 8(b)). Disclosure is also required of
some loss contingencies that do not meet the condition in paragraph 8(a)—namely, those contingencies for which there is a
reasonable possibility that a loss may have been incurred even though information may not indicate that it is probable that
an asset had been impaired or a liability had been incurred at the date of the financial statements.
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34. As a condition for accrual of a loss contingency, paragraph 8(a) requires that information
available prior to the issuance of financial statements indicate that it is probable that an asset had
been impaired or a liability had been incurred at the date of the financial statements. Accordingly,
accrual would clearly be inappropriate for litigation, claims, or assessments whose underlying
cause is an event or condition occurring after the date of financial statements but before those
financial statements are issued, for example, a suit for damages alleged to have been suffered as a
result of an accident that occurred after the date of the financial statements. Disclosure may be
required, however, by paragraph 11.
35. On the other hand, accrual may be appropriate for litigation, claims, or assessments
whose underlying cause is an event occurring on or before the date of an enterprise’s financial
statements even if the enterprise does not become aware of the existence or possibility of the
lawsuit, claim, or assessment until after the date of the financial statements. If those financial
statements have not been issued, accrual of a loss related to the litigation, claim, or assessment
would be required if the probability of loss is such that the condition in paragraph 8(a) is met and
the amount of loss can be reasonably estimated.
36. If the underlying cause of the litigation, claim, or assessment is an event occurring before
the date of an enterprise’s financial statements, the probability of an outcome unfavorable to the
enterprise must be assessed to determine whether the condition in paragraph 8(a) is met. Among
the factors that should be considered are the nature of the litigation, claim, or assessment, the
progress of the case (including progress after the date of the financial statements but before those
statements are issued), the opinions or views of legal counsel and other advisers, the experience of
the enterprise in similar cases, the experience of other enterprises, and any decision of the
enterprise’s management as to how the enterprise intends to respond to the lawsuit, claim, or
assessment (for example, a decision to contest the case vigorously or a decision to seek an
out-of-court settlement). The fact that legal counsel is unable to express an opinion that the
outcome will be favorable to the enterprise should not necessarily be interpreted to mean that the
condition for accrual of a loss in paragraph 8(a) is met.
37. The filing of a suit or formal assertion of a claim or assessment does not automatically
indicate that accrual of a loss may be appropriate. The degree of probability of an unfavorable
outcome must be assessed. The condition for accrual in paragraph 8(a) would be met if an unfavor
able outcome is determined to be probable. If an unfavorable outcome is determined to be reason
ably possible but not probable, or if the amount of loss cannot be reasonably estimated, accrual
would be inappropriate, but disclosure would be required by paragraph 10 of this Statement.
38. With respect to unasserted claims and assessments, an enterprise must determine the
degree of probability that a suit may be filed or a claim or assessment may be asserted and the
possibility of an unfavorable outcome. For example, a catastrophe, accident, or other similar
physical occurrence predictably engenders claims for redress, and in such circumstances their
assertion may be probable; similarly, an investigation of an enterprise by a governmental agency,
if enforcement proceedings have been or are likely to be instituted, is often followed by private
claims for redress, and the probability of their assertion and the possibility of loss should be
considered in each case. By way of further example, an enterprise may believe there is a possibil
ity that it has infringed on another enterprise’s patent rights, but the enterprise owning the
patent rights has not indicated an intention to take any action and has not even indicated an
awareness of the possible infringement. In that case, a judgment must first be made as to whether
the assertion of a claim is probable. If the judgment is that assertion is not probable, no accrual or
disclosure would be required. On the other hand, if the judgment is that assertion is probable,
then a second judgment must be made as to the degree of probability of an unfavorable outcome.
If an unfavorable outcome is probable and the amount of loss can be reasonably estimated, accrual
of a loss is required by paragraph 8. If an unfavorable outcome is probable but the amount of loss
cannot be reasonably estimated, accrual would not be appropriate, but disclosure would be re
quired by paragraph 10. If an unfavorable outcome is reasonably possible but not probable,
disclosure would be required by paragraph 10.
39. As a condition for accrual of a loss contingency, paragraph 8(b) requires that the amount
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of loss can be reasonably estimated. In some cases, it may be determined that a loss was incurred
because an unfavorable outcome of the litigation, claim, or assessment is probable (thus satisfying
the condition in paragraph 8(a)), but the range of possible loss is wide. For example, an enterprise
may be litigating an income tax matter. In preparation for the trial, it may determine that, based
on recent decisions involving one aspect of the litigation, it is probable that it will have to pay
additional taxes of $2 million. Another aspect of the litigation may, however, be open to consider
able interpretation, and depending on the interpretation by the court the enterprise may have to
pay taxes of $8 million over and above the $2 million. In that case, paragraph 8 requires accrual of
the $2 million if that is considered a reasonable estimate of the loss. Paragraph 10 requires
disclosure of the additional exposure to loss if there is a reasonable possibility that additional taxes
will be paid. Depending on the circumstances, paragraph 9 may require disclosure of the $2 million
that was accrued.
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Exhibit II
AMERICAN BAR ASSOCIATION
STATEMENT OF POLICY REGARDING LAWYERS’ RESPONSES
TO AUDITORS’ REQUESTS FOR INFORMATION

PREAMBLE
The public interest in protecting the confidentiality of lawyer-client communications is fun
damental. The American legal, political and economic systems depend heavily upon voluntary
compliance with the law and upon ready access to a respected body of professionals able to
interpret and advise on the law. The expanding complexity of our laws and governmental regula
tions increases the need for prompt, specific and unhampered lawyer-client communication. The
benefits of such communication and early consultation underlie the strict statutory and ethical
obligations of the lawyer to preserve the confidences and secrets of the client, as well as the
long-recognized testimonial privilege for lawyer-client communication.
Both the Code of Professional Responsibility and the cases applying the evidentiary privilege
recognize that the privilege against disclosure can be knowingly and voluntarily waived by the
client. It is equally clear that disclosure to a third party may result in loss of the “confidentiality”
essential to maintain the privilege. Disclosure to a third party of the lawyer-client communication
on a particular subject may also destroy the privilege as to other communications on that subject.
Thus, the mere disclosure by the lawyer to the outside auditor, with due client consent, of the
substance of communications between the lawyer and client may significantly impair the client’s
ability in other contexts to maintain the confidentiality of such communications.
Under the circumstances a policy of audit procedure which requires clients to give consent
and authorize lawyers to respond to general inquiries and disclose information to auditors concern
ing matters which have been communicated in confidence is essentially destructive of free and
open communication and early consultation between lawyer and client. The institution of such a
policy would inevitably discourage management from discussing potential legal problems with
counsel for fear that such discussion might become public and precipitate a loss to or possible
liability of the business enterprise and its stockholders that might otherwise never materialize.
It is also recognized that our legal, political and economic systems depend to an important
extent on public confidence in published financial statements. To meet this need the accounting
profession must adopt and adhere to standards and procedures that will command confidence in
the auditing process. It is not, however, believed necessary, or sound public policy, to intrude
upon the confidentiality of the lawyer-client relationship in order to command such confidence. On
the contrary, the objective of fair disclosure in financial statements is more likely to be better
served by maintaining the integrity of the confidential relationship between lawyer and client,
thereby strengthening corporate management’s confidence in counsel and encouraging its readi
ness to seek advice of counsel and to act in accordance with counsel’s advice.
Consistent with the foregoing public policy considerations, it is believed appropriate to dis
tinguish between, on the one hand, litigation which is pending or which a third party has man-

NOTE: This document, in the form herein set forth, was approved by the Board of Governors of the American Bar
Association in December 1975, which official action permitted its release to lawyers and accountants as the standard
recommended by the American Bar Association for the lawyer’s response to letters of audit inquiry.
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ifested to the client a present intention to commence and, on the other hand, other contingencies
of a legal nature or having legal aspects. As regards the former category, unquestionably the
lawyer representing the client in a litigation matter may be the best source for a description of the
claim or claims asserted, the client’s position (e.g., denial, contest, etc.), and the client’s possible
exposure in the litigation (to the extent the lawyer is in a position to do so). As to the latter
category, it is submitted that, for the reasons set forth above, it is not in the public interest for the
lawyer to be required to respond to general inquiries from auditors concerning possible claims.
It is recognized that the disclosure requirements for enterprises subject to the reporting
requirements of the Federal securities laws are a major concern of managements and counsel, as
well as auditors. It is submitted that compliance therewith is best assured when clients are
afforded maximum encouragement, by protecting lawyer-client confidentiality, freely to consult
counsel. Likewise, lawyers must be keenly conscious of the importance of their clients being
competently advised in these matters.

STATEMENT OF POLICY
NOW, THEREFORE, BE IT RESOLVED that it is desirable and in the public interest that
this Association adopt the following Statement of Policy regarding the appropriate scope of the
lawyer’s response to the auditor’s request, made by the client at the request of the auditor, for
information concerning matters referred to the lawyer during the course of his representation of
the client:
(1) Client Consent to Response. The lawyer may properly respond to the auditor’s requests
for information concerning loss contingencies (the term and concept established by Statement of
Financial Accounting Standards No. 5, promulgated by the Financial Accounting Standards
Board in March 1975 and discussed in Paragraph 5.1 of the accompanying Commentary), to the
extent hereinafter set forth, subject to the following:
(a) Assuming that the client’s initial letter requesting the lawyer to provide information to
the auditor is signed by an agent of the client having apparent authority to make such a
request, the lawyer may provide to the auditor information requested, without further
consent, unless such information discloses a confidence or a secret or requires an evalua
tion of a claim.
(b) In the normal case, the initial request letter does not provide the necessary consent to
the disclosure of a confidence or secret or to the evaluation of a claim since that consent
may only be given after full disclosure to the client of the legal consequences of such
action.
(c) Lawyers should bear in mind, in evaluating claims, that an adverse party may assert
that any evaluation of potential liability is an admission.
(d) In securing the client’s consent to the disclosure of confidences or secrets, or the evalua
tion of claims, the lawyer may wish to have a draft of his letter reviewed and approved
by the client before releasing it to the auditor; in such cases, additional explanation
would in all probability be necessary so that the legal consequences of the consent are
fully disclosed to the client.
(2) Limitation on Scope of Response. It is appropriate for the lawyer to set forth in his
response, by way of limitation, the scope of his engagement by the client. It is also appropriate for
the lawyer to indicate the date as of which information is furnished and to disclaim any undertak
ing to advise the auditor of changes which may thereafter be brought to the lawyer’s attention.

Unless the lawyer’s response indicates otherwise, (a) it is properly limited to matters which have
been given substantive attention by the lawyer in the form of legal consultation and, where
appropriate, legal representation since the beginning of the period or periods being reported upon,
and (b) if a law firm or a law department, the auditor may assume that the firm or department
has endeavored, to the extent believed necessary by the firm or department, to determine from
lawyers currently in the firm or department who have performed services for the client since the
beginning of the fiscal period under audit whether such services involved substantive attention in
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the form of legal consultation concerning those loss contingencies referred to in Paragraph 5(a)
below but, beyond that, no review has been made of any of the client’s transactions or other
matters for the purpose of identifying loss contingencies to be described in the response.*
(3) Response may be Limited to Material Items. In response to an auditor’s request for
disclosure of loss contingencies of a client, it is appropriate for the lawyer’s response to indicate
that the response is limited to items which are considered individually or collectively material to
the presentation of the client’s financial statements.
(4) Limited Responses. Where the lawyer is limiting his response in accordance with this
Statement of Policy, his response should so indicate (see Paragraph 8). If in any other respect the
lawyer is not undertaking to respond to or comment on particular aspects of the inquiry when
responding to the auditor, he should consider advising the auditor that his response is limited, in
order to avoid any inference that the lawyer has responded to all aspects; otherwise, he may be
assuming a responsibility which he does not intend.
(5) Loss Contingencies. When properly requested by the client, it is appropriate for the
lawyer to furnish to the auditor information concerning the following matters if the lawyer has
been engaged by the client to represent or advise the client professionally with respect thereto
and he has devoted substantive attention to them in the form of legal representation or consulta
tion:
(a) overtly threatened or pending litigation, whether or not specified by the client;
(b) a contractually assumed obligation which the client has specifically identified and upon
which the client has specifically requested, in the inquiry letter or a supplement thereto,
comment to the auditor;
(c) an unasserted possible claim or assessment which the client has specifically identified
and upon which the client has specifically requested, in the inquiry letter or a supple
ment thereto, comment to the auditor.
With respect to clause (a), overtly threatened litigation means that a potential claimant has
manifested to the client an awareness of and present intention to assert a possible claim or
assessment unless the likelihood of litigation (or of settlement when litigation would normally be
avoided) is considered remote. With respect to clause (c), where there has been no manifestation
by a potential claimant of an awareness of and present intention to assert a possible claim or
assessment, consistent with the considerations and concerns outlined in the Preamble and Para
graph 1 hereof, the client should request the lawyer to furnish information to the auditor only if
the client has determined that it is probable that a possible claim will be asserted, that there is a
reasonable possibility that the outcome (assuming such assertion) will be unfavorable, and that
the resulting liability would be material to the financial condition of the client. Examples of such
situations might (depending in each case upon the particular circumstances) include the following:
(i) a catastrophe, accident or other similar physical occurrence in which the client’s involvement is
open and notorious, or (ii) an investigation by a government agency where enforcement proceed
ings have been instituted or where the likelihood that they will not be instituted is remote, under
circumstances where assertion of one or more private claims for redress would normally be
expected, or (iii) a public disclosure by the client acknowledging (and thus focusing attention upon)
the existence of one or more probable claims arising out of an event or circumstance. In assessing
whether or not the assertion of a possible claim is probable, it is expected that the client would
normally employ, by reason of the inherent uncertainties involved and insufficiency of available
data, concepts parallel to those used by the lawyer (discussed below) in assessing whether or not
an unfavorable outcome is probable; thus, assertion of a possible claim would be considered
probable only when the prospects of its being asserted seem reasonably certain (i.e., supported by
extrinsic evidence strong enough to establish a presumption that it will happen) and the prospects
of non-assertion seem slight.
It would not be appropriate, however, for the lawyer to be requested to furnish information
*As contemplated by Paragraph 8 of this Statement of Policy, this sentence is intended to be the subject of incorpora
tion by reference as therein provided.
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in response to an inquiry letter or supplement thereto if it appears that (a) the client has been
required to specify unasserted possible claims without regard to the standard suggested in the
preceding paragraph, or (b) the client has been required to specify all or substantially all unas
serted possible claims as to which legal advice may have been obtained, since, in either case, such
a request would be in substance a general inquiry and would be inconsistent with the intent of this
Statement of Policy.
The information that lawyers may properly give to the auditor concerning the foregoing
matters would include (to the extent appropriate) an identification of the proceedings or matter,
the stage of proceedings, the claim(s) asserted, and the position taken by the client.
In view of the inherent uncertainties, the lawyer should normally refrain from expressing
judgments as to outcome except in those relatively few clear cases where it appears to the lawyer
that an unfavorable outcome is either “probable” or “remote”; for purposes of any such judgement
it is appropriate to use the following meanings:
(i) probable—an unfavorable outcome for the client is probable if the prospects of the
claimant not succeeding are judged to be extremely doubtful and the prospects for
success by the client in its defense are judged to be slight.
(ii) remote —an unfavorable outcome is remote if the prospects for the client not succeeding
in its defense are judged to be extremely doubtful and the prospects of success by the
claimant are judged to be slight.
If, in the opinion of the lawyer, considerations within the province of his professional judgment
bear on a particular loss contingency to the degree necessary to make an informed judgment, he
may in appropriate circumstances communicate to the auditor his view that an unfavorable out
come is “probable” or “remote,” applying the above meanings. No inference should be drawn,
from the absence of such a judgment, that the client will not prevail.
The lawyer also may be asked to estimate, in dollar terms, the potential amount of loss or
range of loss in the event that an unfavorable outcome is not viewed to be “remote.” In such a
case, the amount or range of potential loss will normally be as inherently impossible to ascertain,
with any degree of certainty, as the outcome of the litigation. Therefore, it is appropriate for the
lawyer to provide an estimate of the amount or range of potential loss (if the outcome should be
unfavorable) only if he believes that the probability of inaccuracy of the estimate of the amount or
range of potential loss is slight.
The considerations bearing upon the difficulty in estimating loss (or range of loss) where
pending litigation is concerned are obviously even more compelling in the case of unasserted
possible claims. In most cases, the lawyer will not be able to provide any such estimate to the
auditor.
As indicated in Paragraph 4 hereof, the auditor may assume that all loss contingencies
specified by the client in the manner specified in clauses (b) and (c) above have received comment
in the response, unless otherwise therein indicated. The lawyer should not be asked, nor need the
lawyer undertake, to furnish information to the auditor concerning loss contingencies except as
contemplated by this Paragraph 5.
(6)
Lawyer's Professional Responsibility. Independent of the scope of his response to the
auditor’s request for information, the lawyer, depending upon the nature of the matters as to
which he is engaged, may have as part of his professional responsibility to his client an obligation
to advise the client concerning the need for or advisability of public disclosure of a wide range of
events and circumstances. The lawyer has an obligation not knowingly to participate in any
violation by the client of the disclosure requirements of the securities laws. In appropriate circum
stances, the lawyer also may be required under the Code of Professional Responsibility to resign
his engagement if his advice concerning disclosures is disregarded by the client. The auditor may
properly assume that whenever, in the course of performing legal services for the client with
respect to a matter recognized to involve an unasserted possible claim or assessment which may
call for financial statement disclosure, the lawyer has formed a professional conclusion that the
client must disclose or consider disclosure concerning such possible claim or assessment, the
lawyer, as a matter of professional responsibility to the client, will so advise the client and will
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consult with the client concerning the question of such disclosure and the applicable
requirements** of FAS 5.
(7) Limitation on Use of Response. Unless otherwise stated in the lawyer’s response, it shall

be solely for the auditor's information in connection with his audit of the financial condition of
the client and is not to be quoted in whole or in part or otherwise referred to in any financial
statements of the client or related documents, nor is it to befiled with any governmental agency or
other person, without the lawyer’s prior written consent. * Notwithstanding such limitation, the
response can properly be furnished to others in compliance with court process or when necessary
in order to defend the auditor against a challenge of the audit by the client or a regulatory agency,
provided that the lawyer is given written notice of the circumstances at least twenty days before
the response is so to be furnished to others, or as long in advance as possible if the situation does
not permit such period of notice.*
(8) General. This Statement of Policy, together with the accompanying Commentary (which
is an integral part hereof), has been developed for the general guidance of the legal profession. In
a particular case, the lawyer may elect to supplement or modify the approach hereby set forth. If
desired, this Statement of Policy may be incorporated by reference in the lawyer’s response by
the following statement: “This response is limited by, and in accordance with, the ABA Statement
of Policy Regarding Lawyers’ Responses to Auditors’ Requests for Information (December 1975);
without limiting the generality of the foregoing, the limitations set forth in such Statement on the
scope and use of this response (Paragraphs 2 and 7) are specifically incorporated herein by
reference, and any description herein of any ‘loss contingencies’ is qualified in its entirety by
Paragraph 5 of the Statement and the accompanying Commentary (which is an integral part of the
Statement).”
The accompanying Commentary is an integral part
of this Statement of Policy.
COMMENTARY

Paragraph 1 (Client Consent to Response)
In responding to any aspect of an auditor’s inquiry letter, the lawyer must be guided by his
ethical obligations as set forth in the Code of Professional Responsibility. Under Canon 4 of the
Code of Professional Responsibility a lawyer is enjoined to preserve the client’s confidences
(defined as information protected by the attorney-client privilege under applicable law) and the
client’s secrets (defined as other information gained in the professional relationship that the client
has requested be held inviolate or the disclosure of which would be embarrassing or would be
likely to be detrimental to the client). The observance of this ethical obligation, in the context of
public policy, “. . . not only facilitates the full development of facts essential to proper representa
tion of the client but also encourages laymen to seek early legal assistance.” (Ethical Considera
tion 4-1).
The lawyer’s ethical obligation therefore includes a much broader range of information than
that protected by the attorney-client privilege. As stated in Ethical Consideration 4-4: “The
attorney-client privilege is more limited than the ethical obligation of a lawyer to guard the
confidences and secrets of his client. This ethical precept, unlike the evidentiary privilege, exists
without regard to the nature or source of information or the fact that others share the know
ledge.”
*Under FAS 5, when there has been no manifestation by a potential claimant of an awareness of a possible claim or
assessment, disclosure of an unasserted possible claim is required only if the enterprise concludes that (i) it is probable that
a claim will be asserted, (ii) there is a reasonable possibility, if the claim is in fact asserted, that the outcome will be
unfavorable, and (iii) the liability resulting from such unfavorable outcome would be material to its financial condition.
*As contemplated by Paragraph 8 of this Statement of Policy, this sentence is intended to be the subject of incorpora
tion by reference as therein provided.
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In recognition of this ethical obligation, the lawyer should be careful to disclose fully to his
client any confidence, secret or evaluation that is to be revealed to another, including the client’s
auditor, and to satisfy himself that the officer or agent of a corporate client consenting to the
disclosure understands the legal consequences thereof and has authority to provide the required
consent.
The law in the area of attorney-client privilege and the impact of statements made in letters
to auditors upon that privilege has not yet been developed. Based upon cases treating the
attorney-client privilege in other contexts, however, certain generalizations can be made with
respect to the possible impact of statements in letters to auditors.
It is now generally accepted that a corporation may claim the attorney-client privilege.
Whether the privilege extends beyond the control group of the corporation (a concept found in the
existing decisional authority), and if so, how far, is yet unresolved.
If a client discloses to a third party a part of any privileged communication he has made to his
attorney, there may have been a waiver as to the whole communication; further, it has been
suggested that giving accountants access to privileged statements made to attorneys may waive
any privilege as to those statements. Any disclosure of privileged communications relating to a
particular subject matter may have the effect of waiving the privilege on other communications
with respect to the same subject matter.
To the extent that the lawyer’s knowledge of unasserted possible claims is obtained by means
of confidential communications from the client, any disclosure thereof might constitute a waiver as
fully as if the communication related to pending claims.
A further difficulty arises with respect to requests for evaluation of either pending or unas
serted possible claims. It might be argued that any evaluation of a claim, to the extent based upon
a confidential communication with the client, waives any privilege with respect to that claim.
Another danger inherent in a lawyer’s placing a value on a claim, or estimating the likely
result, is that such a statement might be treated as an admission or might be otherwise prejudicial
to the client.
The Statement of Policy has been prepared in the expectation that judicial development of the
law in the foregoing areas will be such that useful communication between lawyers and auditors in
the manner envisaged in the Statement will not prove prejudicial to clients engaged in or
threatened with adversary proceedings. If developments occur contrary to this expectation,
appropriate review and revision of the Statement of Policy may be necessary.

Paragraph 2 (Limitation on Scope of Response)
In furnishing information to an auditor, the lawyer can properly limit himself to loss contin
gencies which he is handling on a substantive basis for the client in the form of legal consultation
(advice and other attention to matters not in litigation by the lawyer in his professional capacity)
or legal representation (counsel of record or other direct professional responsibility for a matter in
litigation). Some auditors’ inquiries go further and ask for information on matters of which the
lawyer “has knowledge.” Lawyers are concerned that such a broad request may be deemed to
include information coming from a variety of sources including social contact and third-party
contacts as well as professional engagement and that the lawyer might be criticized or subjected
to liability if some of this information is forgotten at the time of the auditor’s request.
It is also believed appropriate to recognize that the lawyer will not necessarily have been
authorized to investigate, or have investigated, all legal problems of the client, even when on
notice of some facts which might conceivably constitute a legal problem upon exploration and
development. Thus, consideration in the form of preliminary or passing advice, or regarding an
incomplete or hypothetical state of facts, or where the lawyer has not been requested to give
studied attention to the matter in question, would not come within the concept of “substantive
attention” and would therefore be excluded. Similarly excluded are matters which may have been
mentioned by the client but which are not actually being handled by the lawyer. Paragraph 2
undertakes to deal with these concerns.
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Paragraph 2 is also intended to recognize the principle that the appropriate lawyer to respond
as to a particular loss contingency is the lawyer having charge of the matter for the client (e.g.,
the lawyer representing the client in a litigation matter and/or the lawyer having overall charge
and supervision of the matter), and that the lawyer not having that kind of role with respect to the
matter should not be expected to respond merely-because of having become aware of its existence
in a general or incidental way.
The internal procedures to be followed by a law firm or law department may vary based on
factors such as the scope of the lawyer’s engagement and the complexity and magnitude of the
client’s affairs. Such procedures could, but need not, include use of a docket system to record
litigation, consultation with lawyers in the firm or department having principal responsibility for
the client’s affairs or other procedures which, in light of the cost to the client, are not dispropor
tionate to the anticipated benefit to be derived. Although these procedures may not necessarily
identify all matters relevant to the response, the evolution and application of the lawyer’s custom
ary procedures should constitute a reasonable basis for the lawyer’s response.
As the lawyer’s response is limited to matters involving his professional engagement as
counsel, such response should not include information concerning the client which the lawyer
receives in another role. In particular, a lawyer who is also a director or officer of the client would
not include information which he received as a director or officer unless the information was also
received (or, absent the dual role, would in the normal course be received) in his capacity as legal
counsel in the context of his professional engagement. Where the auditor’s request for information
is addressed to a law firm as a firm, the law firm may properly assume that its response is not
expected to include any information which may have been communicated to the particular indi
vidual by reason of his serving in the capacity of director or officer of the client. The question of
the individual’s duty, in his role as a director or officer, is not here addressed.

Paragraph 3 (Response May Cover only Material Items in Certain Cases)
Paragraph 3 makes it clear that the lawyer may optionally limit his responses to those items
which are individually or collectively material to the auditor’s inquiry. If the lawyer takes respon
sibility for making a determination that a matter is not material for the purposes of his response to
the audit inquiry, he should make it clear that his response is so limited. The auditor, in such
circumstance, should properly be entitled to rely upon the lawyer’s response as providing him
with the necessary corroboration. It should be emphasized that the employment of inside general
counsel by the client should not detract from the acceptability of his response since inside general
counsel is as fully bound by the professional obligations and responsibilities contained in the Code
of Professional Responsibility as outside counsel. If the audit inquiry sets forth a definition of
materiality but the lawyer utilizes a different test of materiality, he should specifically so state.
The lawyer may wish to reach an understanding with the auditor concerning the test of material
ity to be used in his response, but he need not do so if he assumes responsibility for the criteria
used in making materiality determinations. Any such understanding with the auditor should be
referred to or set forth in the lawyer’s response. In this connection, it is assumed that the test of
materiality so agreed upon would not be so low in amount as to result in a disservice to the client
and an unreasonable burden on counsel.
Paragraph 4 (Limited Responses)
The Statement of Policy is designed to recognize the obligation of the auditor to complete the
procedures considered necessary to satisfy himself as to the fair presentation of the company’s
financial condition and results, in order to render a report which includes an opinion not qualified
because of a limitation on the scope of the audit. In this connection, reference is made to SEC
Accounting Series Release No. 90, in which it is stated:
“A ‘subject to’ or ‘except for’ opinion paragraph in which these phrases refer to the
scope of the audit, indicating that the accountant has not been able to satisfy himself on
some significant element in the financial statements, is not acceptable in certificates
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filed with the Commission in connection with the public offering of securities. The
‘subject to’ qualification is appropriate when the reference is to a middle paragraph or
to footnotes explaining the status of matters which cannot be resolved at statement
date.”

Paragraph 5 (Loss Contingencies)
Paragraph 5 of the Statement of Policy summarizes the categories of “loss contingencies”
about which the lawyer may furnish information to the auditor. The term loss contingencies and
the categories relate to concepts of accounting accrual and disclosure specified for the accounting
profession in Statement of Financial Accounting Standards No. 5 (“FAS 5”) issued by the Finan
cial Accounting Standards Board in March, 1975.
5.1 Accounting Requirements
To understand the significance of the auditor’s inquiry and the implications of any response
the lawyer may give, the lawyer should be aware of the following accounting concepts and
requirements set out in FAS 5:*
(a) A “loss contingency” is an existing condition, situation or set of circumstances involving
uncertainty as to possible loss to an enterprise that will ultimately be resolved when one
or more events occur or fail to occur. Resolutions of the uncertainty may confirm the loss
or impairment of an asset or the incurrence of a liability.
(Para. 1)
(b) When a “loss contingency” exists, the likelihood that a future event or events will confirm
the loss or impairment of an asset or the incurrence of a liability can range from probable to
remote. There are three areas within that range, defined as follows:
(i)
Probable—“The future event or events are likely to occur.”
(ii) Reasonably possible —“The chance of the future event or events occurring is more than
remote but less than likely.”
(iii) Remote —“The chance of the future event or events occurring is slight.”
(Para. 3)
(c) Accrual in a client’s financial statements by a charge to income of the period will be
required if both the following conditions are met:
(i)
“Information available prior to issuance of the financial statements indicates that it is
probable that an asset had been impaired or a liability had been incurred at the date of
the financial statements. It is implicit in this condition that it must be probable that one
or more future events will occur confirming the fact of the loss.” (emphasis added;
footnote omitted)
(ii)
“The amount of loss can be reasonably estimated.”
(Para. 8)
(d) If there is no accrual of the loss contingency in the client’s financial statements because
one of the two conditions outlined in (c) above are not met, disclosure may be required as provided
in the following:
“If no accrual is made for a loss contingency because one or both of the conditions
in paragraph 8 are not met, or if an exposure to loss exists in excess of the amount
accrued pursuant to the provisions of paragraph 8, disclosure of the contingency shall
be made when there is at least a reasonable possibility that a loss or an additional loss
may have been incurred. The disclosure shall indicate the nature of the contingency

and shall give an estimate of the possible loss or range of loss or state that such an
estimate cannot be made. Disclosure is not required of a loss contingency involving an
unasserted claim or assessment when there has been no manifestation by potential

*Citations are to paragraph numbers of FAS 5.
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claimant of an awareness of a possible claim or assessment unless it is considered
probable that a claim will be asserted and there is a reasonable possibility that the
outcome will be unfavorable.” (emphasis added; footnote omitted)
(Para. 10)
(e) The accounting requirements recognize or specify that (i) the opinions or views of counsel
are not the sole source of evidential matter in making determinations about the accounting
recognition or treatment to be given to litigation, and (ii) the fact that the lawyer is not able to
express an opinion that the outcome will be favorable does not necessarily require an accrual of a
loss. Paragraphs 36 and 37 of FAS 5 state as follows:
“If the underlying cause of the litigation, claim, or assessment is an event occur
ring before the date of an enterprise’s financial statements, the probability of an out
come unfavorable to the enterprise must be assessed to determine whether the condi
tion in paragraph 8(a) is met. Among the factors that should be considered are the
nature of the litigation, claim, or assessment, the progress of the case (including prog
ress after the date of the financial statements but before those statements are issued),
the opinions or views of legal counsel and other advisers, the experience of the enter
prise in similar cases, the experience of other enterprises, and any decision of the
enterprise’s management as to how the enterprise intends to respond to the lawsuit,
claim, or assessment (for example, a decision to contest the case vigorously or a deci
sion to seek an out-of-court settlement). The fact that legal counsel is unable to express
an opinion that the outcome will be favorable to the enterprise should not necessarily
be interpreted to mean that the condition for accrual of a loss in paragraph 8(a) is met.
“The filing of a suit or formal assertion of a claim or assessment does not automati
cally indicate that accrual of a loss may be appropriate. The degree of probability of an
unfavorable outcome must be assessed. The condition for accrual in paragraph 8(a)
would be met if an unfavorable outcome is determined to be probable. If an unfavorable
outcome is determined to be reasonably possible but not probable, or if the amount of
loss cannot be reasonably estimated, accrual would be inappropriate, but disclosure
would be required by paragraph 10 of this Statement.”
(f) Paragraph 38 of FAS 5 focuses on certain examples concerning the determination by the
enterprise whether an assertion of an unasserted possible claim may be considered probable:
“With respect to unasserted claims and assessments, an enterprise must deter
mine the degree of probability that a suit may be filed or a claim or assessment may be
asserted and the possibility of an unfavorable outcome. For example, a catastrophe,
accident, or other similar physical occurrence predictably engenders claims for redress,
and in such circumstances their assertion may be probable; similarly, an investigation
of an enterprise by a governmental agency, if enforcement proceedings have been or
are likely to be instituted, is often followed by private claims for redress, and the
probability of their assertion and the possibility of loss should be considered in each
case. By way of further example, an enterprise may believe there is a possibility that it
has infringed on another enterprise’s patent rights, but the enterprise owning the
patent rights has not indicated an intention to take any action and has not even indi
cated an awareness of the possible infringement. In that case, a judgment must first be
made as to whether the assertion of a claim is probable. If the judgment is that
assertion is not probable, no accrual or disclosure would be required. On the other
hand, if the judgment is that assertion is probable, then a second judgment must be
made as to the degree of probability of an unfavorable outcome. If an unfavorable
outcome is probable and the amount of loss can be reasonably estimated, accrual of a
loss is required by paragraph 8. If an unfavorable outcome is probable but the amount
of loss cannot be reasonably estimated, accrual would not be appropriate, but disclo
sure would be required by paragraph 10. If an unfavorable outcome is reasonably
possible but not probable, disclosure would be required by paragraph 10.”
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For a more complete presentation of FAS 5, reference is made to [Exhibit I, page 13], in
which are set forth excerpts selected by the AICPA as relevant to a Statement on Auditing
Standards, issued by its Auditing Standards Executive Committee, captioned “Inquiry of a
Client’s Lawyer Concerning Litigation, Claims, and Assessments.”

5.2 Lawyer’s Response
Concepts of probability inherent in the usage of terms like “probable” or “reasonably possi
ble” or “remote” mean different things in different contexts. Generally, the outcome of, or the loss
which may result from, litigation cannot be assessed in any way that is comparable to a statisti
cally or empirically determined concept of “probability” that may be applicable when determining
such matters as reserves for warranty obligations or accounts receivable or loan losses when there
is a large number of transactions and a substantial body of known historical experience for the
enterprise or comparable enterprises. While lawyers are accustomed to counseling clients during
the progress of litigation as to the possible amount required for settlement purposes, the esti
mated risks of the proceedings at particular times and the possible application or establishment of
points of law that may be relevant, such advice to the client is not possible at many stages of the
litigation and may change dramatically depending upon the development of the proceedings.
Lawyers do not generally quantify for clients the “odds” in numerical terms; if they do, the
quantification is generally only undertaken in an effort to make meaningful, for limited purposes,
a whole host of judgmental factors applicable at a particular time, without any intention to depict
“probability” in any statistical, scientific or empirically-grounded sense. Thus, for example,
statements that litigation is being defended vigorously and that the client has meritorius defenses
do not, and do not purport to, make a statement about the probability of outcome in any measur
able sense.
Likewise, the “amount” of loss—that is, the total of costs and damages that ultimately might
be assessed against a client—will, in most litigation, be a subject of wide possible variance at most
stages; it is the rare case where the amount is precise and where the question is whether the client
against which claim is made is liable either for all of it or none of it.
In light of the foregoing considerations, it must be concluded that, as a general rule, it should
not be anticipated that meaningful quantifications of “probability” of outcome or amount of dam
ages can be given by lawyers in assessing litigation. To provide content to the definitions set forth
in Paragraph 5 of the Statement of Policy, this Commentary amplifies the meanings of the terms
under discussion, as follows:
“probable”—An unfavorable outcome is normally “probable” if, but only if, inves
tigation, preparation (including development of the factual data and legal research) and
progress of the matter have reached a stage where a judgment can be made, taking all
relevant factors into account which may affect the outcome, that it is extremely doubt
ful that the client will prevail.
“remote”—The prospect for an unfavorable outcome appears, at the time, to be
slight; i.e ., it is extremely doubtful that the client will not prevail. Normally, this would
entail the ability to make an unqualified judgment, taking into account all relevant
factors which may affect the outcome, that the client may confidently expect to prevail
on a motion for summary judgment on all issues due to the clarity of the facts and the
law.
In other words, for purposes of the lawyer's response to the request to advise auditors about
litigation, an unfavorable outcome will be “probable” only if the chances of the client prevailing
appear slight and of the claimant losing appear extremely doubtful; it will be “remote” when the
client’s chances of losing appear slight and of not winning appear extremely doubtful. It is,
therefore, to be anticipated that, in most situations, an unfavorable outcome will be neither
“probable” nor “remote” as defined in the Statement of Policy.
The discussion above about the very limited basis for furnishing judgments about the out
come of litigation applies with even more force to a judgment concerning whether or not the
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assertion of a claim not yet asserted is “probable.” That judgment will infrequently be one within
the professional competence of lawyers and therefore the lawyer should not undertake such
assessment except where such judgment may become meaningful because of the presence of
special circumstances, such as catastrophes, investigations and previous public disclosure as cited
in Paragraph 5 of the Statement of Policy, or similar extrinsic evidence relevant to such assess
ment. Moreover, it is unlikely, absent relevant extrinsic evidence, that the client or anyone else
will be in a position to make an informed judgment that assertion of a possible claim is “probable”
as opposed to “reasonably possible” (in which event disclosure is not required). In light of the
legitimate concern that the public interest would not be well served by resolving uncertainties in a
way that invites the assertion of claims or otherwise causes unnecessary harm to the client and its
stockholders, a decision to treat an unasserted claim as “probable” of assertion should be based
only upon compelling judgment.
Consistent with these limitations believed appropriate for the lawyer, he should not repre
sent to the auditor, nor should any inference from his response be drawn, that the unasserted
possible claims identified by the client (as contemplated by Paragraph 5(c) of the Statement of
Policy) represent all such claims of which the lawyer may be aware or that he necessarily concurs
in his client’s determination of which unasserted possible claims warrant specification by the
client; within proper limits, this determination is one which the client is entitled to make—and
should make—and it would be inconsistent with his professional obligations for the lawyer to
volunteer information arising from his confidential relationship with his client.
As indicated in Paragraph 5, the lawyer also may be asked to estimate the potential loss (or
range) in the event that an unfavorable outcome is not viewed to be “remote.” In such a case, the
lawyer would provide an estimate only if he believes that the probability of inaccuracy of the
estimate of the range or amount is slight. What is meant here is that the estimate of amount of loss
presents the same difficulty as assessment of outcome and that the same formulation of “probabil
ity” should be used with respect to the determination of estimated loss amounts as should be used
with respect to estimating the outcome of the matter.
In special circumstances, with the proper consent of the client, the lawyer may be better able
to provide the auditor with information concerning loss contingencies through conferences where
there is opportunity for more detailed discussion and interchange. However, the principles set
forth in the Statement of Policy and this Commentary are fully applicable to such conferences.
Subsumed throughout this discussion is the ongoing responsibility of the lawyer to assist his
client, at the client’s request, in complying with the requirements of FAS 5 to the extent such
assistance falls within his professional competence. This will continue to involve, to the extent
appropriate, privileged discussions with the client to provide a better basis on which the client can
make accrual and disclosure determinations in respect of its financial statements.
In addition to the considerations discussed above with respect to the making of any judgment
or estimate by the lawyer in his response to the auditor, including with respect to a matter
specifically identified by the client, the lawyer should also bear in mind the risk that the furnishing
of such a judgment or estimate to any one other than the client might constitute an admission or be
otherwise prejudicial to the client’s position in its defense against such litigation or claim (see
Paragraph 1 of the Statement of Policy and of this Commentary).

Paragraph 6 (Lawyer’s Professional Responsibility)
The client must satisfy whatever duties it has relative to timely disclosure, including appro
priate disclosure concerning material loss contingencies, and, to the extent such matters are given
substantive attention in the form of legal consultation, the lawyer, when his engagement is to
advise his client concerning a disclosure obligation, has a responsibility to advise his client con
cerning its obligations in this regard. Although lawyers who normally confine themselves to a
legal specialty such as tax, antitrust, patent or admiralty law, unlike lawyers consulted about
SEC or general corporate matters, would not be expected to advise generally concerning the
client’s disclosure obligations in respect of a matter on which the lawyer is working, the legal
specialist should counsel his client with respect to the client’s obligations under FAS 5 to the
114

extent contemplated herein. Without regard to legal specialty, the lawyer should be mindful of his
professional responsibility to the client described in Paragraph 6 of the Statement of Policy
concerning disclosure.
The lawyer’s responsibilities with respect to his client’s disclosure obligations have been a
subject of considerable discussion and there may be, in due course, clarification and further
guidance in this regard. In any event, where in the lawyer’s view it is clear that (i) the matter is of
material importance and seriousness, and (ii) there can be no reasonable doubt that its non
disclosure in the client’s financial statements would be a violation of law giving rise to material
claims, rejection by the client of his advice to call the matter to the attention of the auditor would
almost certainly require the lawyer’s withdrawal from employment in accordance with the Code of
Professional Responsibility. (See, e.g., Disciplinary Rule 7-102 (A)(3) and (7), and Disciplinary
Rule 2-110 (B)(2).) Withdrawal under such circumstances is obviously undesirable and might
present serious problems for the client. Accordingly, in the context of financial accounting and
reporting for loss contingencies arising from unasserted claims, the standards for which are
contained in FAS 5, clients should be urged to disclose to the auditor information concerning an
unasserted possible claim or assessment (not otherwise specifically identified by the client) where
in the course of the services performed for the client it has become clear to the lawyer that (i) the
client has no reasonable basis to conclude that assertion of the claim is not probable (employing the
concepts hereby enunciated) and (ii) given the probability of assertion, disclosure of the loss
contingency in the client’s financial statements is beyond reasonable dispute required.

Paragraph 7 (Limitation on Use of Response)
Some inquiry letters make specific reference to, and one might infer from others, an intention
to quote verbatim or include the substance of the lawyer’s reply in footnotes to the client’s
financial statements. Because the client’s prospects in pending litigation may shift as a result of
interim developments, and because the lawyer should have an opportunity, if quotation is to be
made, to review the footnote in full, it would seem prudent to limit the use of the lawyer’s reply
letter. Paragraph 7 sets out such a limitation.
Paragraph 7 also recognizes that it may be in the client’s interest to protect information
contained in the lawyer’s response to the auditor, if and to the extent possible, against unneces
sary further disclosure or use beyond its intended purpose of informing the auditor. For example,
the response may contain information which could prejudice efforts to negotiate a favorable
settlement of a pending litigation described in the response. The requirement of consent to further
disclosure, or of reasonable advance notice where disclosure may be required by court process or
necessary in defense of the audit, is designed to give the lawyer an opportunity to consult with the
client as to whether consent should be refused or limited or, in the case of legal process or the
auditor’s defense of the audit, as to whether steps can and should be taken to challenge the
necessity of further disclosure or to seek protective measures in connection therewith. It is
believed that the suggested standard of twenty days advance notice would normally be a minimum
reasonable time for this purpose.
Paragraph 8 (General)
It is reasonable to assume that the Statement of Policy will receive wide distribution and will
be readily available to the accounting profession. Specifically, the Statement of Policy has been
reprinted as Exhibit II to the Statement on Auditing Standards, “Inquiry of a Client’s Lawyer
Concerning Litigation, Claims, and Assessments,” issued by the Auditing Standards Executive
Committee of the American Institute of Certified Public Accountants. Accordingly, the mechanic
for its incorporation by reference will facilitate lawyer-auditor communication. The incorporation
is intended to include not only limitations, such as those provided by Paragraphs 2 and 7 of the
Statement of Policy, but also the explanatory material set forth in this Commentary.
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ANNEX A
[Illustrative forms of letters for full response by outside practitioner or law firm and inside general
counsel to the auditor’s inquiry letter. These illustrative forms, which are not part of the State
ment of Policy, have been prepared by the Committee on Audit Inquiry Responses solely in order
to assist those who may wish to have, for reference purposes, a form of response which incorpo
rates the principles of the Statement of Policy and accompanying Commentary. Other forms of
response letters will be appropriate depending on the circumstances.]

Illustrative form of letter for use by outside practitioner or law firm:
[Name and Address of Accounting Firm]
Re: [Name of Client] [and Subsidiaries]
Dear Sirs:
By letter dated [insert date of request] Mr. [insert name and title of officer signing request] of
[insert name of client] [(the “Company”) or (together with its subsidiaries, the “Company”)] has
requested us to furnish you with certain information in connection with your examination of the
accounts of the Company as at [insert fiscal year-end].
[Insert description of the scope of the lawyer’s engagement; the following are sample
descriptions:]
While this firm represents the Company on a regular basis, our engagement has been limited
to specific matters as to which we were consulted by the Company.
[or]
We call your attention to the fact that this firm has during the past year represented the
Company only in connection with certain [Federal income tax matters] [litigation] [real estate
transactions ] [describe other specific matters , as appropriate] and has not been engaged for any
other purpose.
Subject to the foregoing and to the last paragraph of this letter, we advise you that since
[insert date of beginning of fiscal period under audit] we have not been engaged to give substan
tive attention to, or represent the Company in connection with, [material]* loss contingencies
coming within the scope of clause (a) of Paragraph 5 of the Statement of Policy referred to in the
last paragraph of this letter, except as follows:
[Describe litigation and claims which fit the foregoing criteria.]
[If the inquiry letter requests information concerning specified unasserted possible
claims or assessments and/or contractually assumed obligations:]
With respect to the matters specifically identified in the Company’s letter and upon which
comment has been specifically requested, as contemplated by clauses (b) or (c) of Paragraph 5 of
the ABA Statement of Policy, we advise you, subject to the last paragraph of this letter, as
follows:
[Insert information as appropriate]
The information set forth herein is [as of the date of this letter] [as of [insert date], the date on
which we commenced our internal review procedures for purposes of preparing this response],
except as otherwise noted, and we disclaim any undertaking to advise you of changes which
thereafter may be brought to our attention.
[Insert information with respect to outstanding bills for services and disbursements.]
*NOTE: See Paragraph 3 of the Statement of Policy and the accompanying Commentary for guidance where the
response is limited to material items.
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This response is limited by, and in accordance with, the ABA Statement of Policy Regarding
Lawyers’ Responses to Auditors’ Requests for Information (December 1975); without limiting the
generality of the foregoing, the limitations set forth in such Statement on the scope and use of this
response (Paragraphs 2 and 7) are specifically incorporated herein by reference, and any descrip
tion herein of any “loss contingencies” is qualified in its entirety by Paragraph 5 of the Statement
and the accompanying Commentary (which is an integral part of the Statement). Consistent with
the last sentence of Paragraph 6 of the ABA Statement of Policy and pursuant to the Company’s
request, this will confirm as correct the Company’s understanding as set forth in its audit inquiry
letter to us that whenever, in the course of performing legal services for the Company with
respect to a matter recognized to involve an unasserted possible claim or assessment that may call
for financial statement disclosure, we have formed a professional conclusion that the Company
must disclose or consider disclosure concerning such possible claim or assessment, we, as a matter
of professional responsibility to the Company, will so advise the Company and will consult with
the Company concerning the question of such disclosure and the applicable requirements of
Statement of Financial Accounting Standards No. 5. [Describe any other or additional limitation
as indicated by Paragraph 4 of the Statement.]
Very truly yours,

Illustrative form of letter for use by inside general counsel:
[Name and Address of Accounting Firm]
Re: [Name of Company] [and Subsidiaries]
Dear Sirs:
As General Counsel* of [insert name of client] [(the “Company”)] [(together with its sub
sidiaries, the “Company”)], I advise you as follows in connection with your examination of the
accounts of the Company as at [insert fiscal year-end].
I call your attention to the fact that as General Counsel* for the Company I have general
supervision of the Company’s legal affairs. [If the general legal supervisory responsibilities of the

person signing the letter are limited, set forth here a clear description of those legal matters over
which such person exercises general supervision, indicating exceptions to such supervision and
situations where primary reliance should be placed on other sources.] In such capacity, I have
reviewed litigation and claims threatened or asserted involving the Company and have consulted
with outside legal counsel with respect thereto where I have deemed appropriate.
Subject to the foregoing and to the last paragraph of this letter, I advise you that since [insert
date of beginning of fiscal period under audit] neither I, nor any of the lawyers over whom I
exercise general legal supervision, have given substantive attention to, or represented the Com
pany in connection with, [material]** loss contingencies coming within the scope of clause (a) of
Paragraph 5 of the Statement of Policy referred to in the last paragraph of this letter, except as
follows:
[Describe litigation and claims which fit the foregoing criteria.]
[If information concerning specified unasserted possible claims or assessments and/or
contractually assumed obligations is to be supplied:]
With respect to matters which have been specifically identified as contemplated by clauses (b)
or (c) of Paragraph 5 of the ABA Statement of Policy, I advise you, subject to the last paragraph
of this letter, as follows:
*It may be appropriate in some cases for the response to be given by inside counsel other than inside general counsel
in which event this letter should be appropriately modified.
**NOTE: See Paragraph 3 of the Statement of Policy and the accompanying Commentary for guidance where the
response is limited to material items.
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[Insert information as appropriate]
The information set forth herein is [[as of the date of this letter] as of [insert date], the date on
which we commenced our internal review procedures for purposes of preparing this response],
except as otherwise noted, and I disclaim any undertaking to advise you of changes which there
after may be brought to my attention or to the attention of the lawyers over whom I exercise
general legal supervision.
This response is limited by, and in accordance with, the ABA Statement of Policy Regarding
Lawyers’ Responses to Auditors’ Requests for Information (December 1975); without limiting the
generality of the foregoing, the limitations set forth in such Statement on the scope and use of this
response (Paragraphs 2 and 7) are specifically incorporated herein by reference, and any descrip
tion herein of any “loss contingencies” is qualified in its entirety by Paragraph 5 of the Statement
and the accompanying Commentary (which is an integral part of the Statement). Consistent with
the last sentence of Paragraph 6 of the ABA Statement of Policy, this will confirm as correct the
Company’s understanding that whenever, in the course of performing legal services for the
Company with respect to a matter recognized to involve an unasserted possible claim or assess
ment that may call for financial statement disclosure, I have formed a professional conclusion that
the Company must disclose or consider disclosure concerning such possible claim or assessment, I,
as a matter of professional responsibility to the Company, will so advise the Company and will
consult with the Company concerning the question of such disclosure and the applicable require
ments of Statement of Financial Accounting Standards No. 5. [Describe any other or additional
limitation as indicated by Paragraph 4 of the Statement.]
Very truly yours,
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